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VOTING RIGHTS OF CAPITAL STOCK AND 
SHAREHOLDERS’ 


W. H. S. STEVENS? 


OMPLICATED as the rights of stockholders to partici- 
pate in profits or assets may frequently become,’ they are 
frequently exceeded in this respect by stockholders’ vot- 

ing rights. When there is only a single class of stock, the stock- 
holders are entitled to all the profits, all the assets, and all the 
voting control. There are no differences between the sharehold- 
ers in any of these respects. Whenever there are two or more 
classes of stock, however, the right to vote exhibits much less 
homogeneity than either the right to profits or the right to as- 
sets. Hence it is potentially subject to much greater differentia- 
tion. The variations in profits and assets participations are pri- 
marily quantitative in character. Differentiation is based upon 


* This is the fifth of a series of studies of capital stock made possible by a grant- 
in-aid from the Social Science Research Council. See ““Non-cumulative Preferred 
Stock,” Columbia Law Review, XXXIV, 1439; “Discretion of Directors in the 
Distribution of Non-cumulative Dividends,” Georgetown Law Journal, XXIV, 371; 
“Stockholders’ Participation in Profits,” Journal of Business, IX, 114 and 210; 
“Stockholders’ Participations in Assets,” ibid., X, 46. 

2 Mr. Stevens is assistant director of the Bureau of Statistics, Interstate Com- 
merce Commission, Washington, D.C. 

3 Stevens, “Stockholders’ Participation in Profits,” op. cit., and “Stockholders’ 
Participations in Assets,” op. cit. 
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varying divisions of the amounts of assets or profits, and the types 
of participation reflect only these different shares. 

In contrast to this situation, stockholders vote not merely upon 
one but upon many matters so that the right to vote is to all in- 
tents and purposes “a bundle of rights” to vote. Where there are 
two or more classes of stock, there may be differences between 
shareholders in the matters upon which they vote as well as quan- 
titative differentiation referring to varying degrees of control ex- 
ercised by the different classes of shareholders upon matters voted 
on. Moreover, the voting control of particular classes of share- 
holders is not necessarily a fixed thing. It may vary from time to 
time depending upon a variety of conditions and circumstances. 

Because of these variations, a satisfactory analysis of stock- 
holders’ voting rights is a matter of some difficulty. This discus- 
sion, therefore, is offered with considerable reservation as well as a 
full recognition of the fact that it may not be adequate in all re- 
spects. 


VOTING BY SHARES AND BY CLASSES 


Where stockholders take action upon any question at a stock- 
holders’ meeting or otherwise, the determination is made either 
(1) by the shares voting or (2) by the classes voting. In the former 
case the preponderance of the votes cast by all classes of share- 
holders decides the question, the classes as such being disregarded 
in the count. In the latter, each class votes separately. If the re- 
quired proportion of each class votes affirmativeiy, the proposal 
is won; if they vote negatively or disagree, it is lost. No account 
is taken of the totals of the affirmative and negative votes cast by 
all classes combined. 

Share-for-share voting (equal).—In voting by shares the voting 
power exercised per share of stock may be either equal or unequal. 
If a corporation has only one class of stock, the voting is not only 
obviously by shares but it is also equal share for share. Each 
share is entitled to one vote in accordance with the well-estab- 
lished legal principle of equality of the shareholders of each class, 
not only as to voting control but also as to participation in profits 
and in assets in dissolution. In the absence of special contract, or 
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other qualification, moreover, the same rule holds where there are 
two or more classes of shares. Each share of stock is then like- 
wise entitled to the same voting control as every other share. 
This may be termed equal per share or equal share-for-share 
voting. 

In this type of voting the decision on any question is ordinarily 
made on the basis of the majority of the total votes cast. Yet in 
some instances a higher proportion of votes may be required to 
authorize an action. The Tobacco Products Corporation’s 7 per 
cent cumulative preferred at one time contained the following 
provisions, according to the listing application: ““No mortgage or 
other encumbrance upon any part of the property of the corpora- 
tion shall be created unless previously authorized by the consent 
of holders of at least two-thirds of all outstanding stock,” with 
qualifications for purchase money mortgages, etc.* 

Even more unusual was a provision of the Pabst Brewing Com- 
pany 7 per cent cumulative to the effect that the authorized pre- 
ferred stock could not be increased to exceed $2,000,000 par value 
without the unanimous consent of all the stockholders given in 
writing or by vote at a special meeting of stockholders called for 
the purpose.5 

Share-for-share voting (unequal).—There are occasional in- 
stances where the voting control per share exercised by one class is 
greater or less than that of another or others, even though the 
voting is on a share-for-share basis. Such voting control may be 
termed “‘unequal per share,” the shares of one or more of the 
classes being counted as multiples or fractions of those of another. 
An example of the former is the 8 per cent participating preferred 
stock (1924) of the Midland Steel Products Company, entitled to 
four votes for each share at all meetings of stockholders, the com- 
mon stock being entitled to one vote per share.® An illustration of 

4 New York Stock Exchange Listing Application A-4425 (hereafter these listing 
applications are referred to only by serial letter and number); cf. also American 
Coal Products Co., 7 per cent cumulative preferred “shall not place any additional 
mortgage or bonded indebtedness upon any part of its property... . unless 


authorized by a vote or consent in writing of Stockholders holding at least two- 
thirds in interest of all the outstanding Stock of the Company” (A-4133). 


5 A-4068. ® A-6291. 
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fractional voting stock is supplied by the following extract from 
the charter of the Great Western Sugar Refining Company: 


Each holder of such preferred stock shall be entitled to one vote for each 
share of such preferred stock held ....and each holder of common stock 
shall be entitled to +y of one vote for each share of such common stock 
held by such stockholder.’ 


Although different voting power thus attaches to a share of 
one class as compared with some other class, the classes as such 
are still disregarded in the voting, the action taken being deter- 
mined by the preponderance of the votes cast as in equal voting 
by shares. In unequal voting by shares, however, the majority or 
other specified percentage of the votes cast is not that of the total 
shares voting but that of the total votes as computed by weighting 
the shares of each class voting by the number or fraction of votes 
per share to which each is entitled. 

Cumulative voting.—A special form of share-for-share voting 
applicable only to the election of directors is cumulative voting. 
Ordinarily, each share of stock is entitled to one vote for each 
director. This right is, therefore, one to vote for each director 
rather than for directors and is distinguished by this divisibility 
from the right to vote on other matters.* The method of cumula- 
tive voting is well described in the following extract from the 
certificate of incorporation of the Ingersoll Rand Company: 


At all elections of directors each holder of preferred or common stock 
shall be entitled to as many votes as shall equal the number of his shares of 
stock multiplied by the number of directors to be elected, and he may cast 
all of such votes for a single director, or may distribute them among the 
number to be voted for or any two or more of them as he may see fit.? 


When there is only one class of stock, one or more groups of 
stockholders are not infrequently at odds with the existing major- 
ity control. Where there are two or more classes of stock, the in- 
terests of one or more classes based on the number of shares may 
be so overwhelmingly preponderant that it could elect all the di- 
rectors under ordinary voting methods. Cumulative voting will 


7 Amendment to certificate of incorporation (1927) (A-7596). 
8 Cf. below, under “Divided or Partial Control.” 
9 Extract furnished by company. 
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ordinarily permit a minority interest or a minority class of stock to 
secure representation on the board and consequently to be in- 
formed regarding the current management and policies of the 
corporation. 

CLASS VOTING 


In contrast to share-for-share voting, class voting is found only 
in those corporations with two or more classes of stock. With 
qualifications where the election of directors or nonvoting issues 
are involved, questions are decided by the agreement or disagree- 
ment of the different classes of stockholders voting separately. 
Within each class the voting is share for share, the determination 
for the class being made by a majority or other specified percent- 
age of the vote. No weight is given to the total affirmative or 
negative votes cast by all the classes combined as in share-for- 
share voting. Whether the classes agree or disagree, therefore, the 
ultimate action taken may be regarded as expressing the will of 
the classes as such rather than that of the shareholders as a whole. 

Exclusive and nonvoting rights.—The foregoing statements are 
qualified as well as confused by the existence of nonvoting 
“rights.’”"° If a corporation has only two classes of stock, one of 
which has no right to vote on some matter, it is obvious that the 
other is entitled to complete control on this particular point. As 
all the stockholder votes of a particular class are equal share for 
share within the class, the situation is thus much the same as in 
a corporation with only one class of stock so far as the particular 
matter subject to vote is concerned. But, where there is only a 
single class, the decision is that of the whole body of shareholders. 
Where there are two classes, one being exclusive and the other 
nonvoting, the decision is that of only one class of stockholders. 
The latter action, therefore, is essentially a class action, and the 
voting is consequently upon a class basis. As to a matter or mat- 

%° The stock certificate of the Savannah Sugar Refining Co., e.g., provides that 
the holders of the preferred stock shall not be entitled to vote upon the question 
of the retirement of the preferred stock. According to its listing application, the 
United States Smelting, Refining, and Mining Co. preferred stock “shall have no 
voting power on any question as to the increase of the authorized Capital Stock 


by additional Common Stock or by any stock deferred to the Preferred Stock in 
respect to dividends and lien upon the Capital of the Corporation” (A-4560). 








316 THE JOURNAL OF BUSINESS 


ters on which a stock is not entitled to vote, the shareholders 
evidently possess only (1) a “nonvoting right,”’ whereas the re- 
maining class or classes obviously exercise (2) an “exclusive vot- 
ing’’ power or “right.”’ If there is only one class to exercise each 
of such voting or “nonvoting”’ rights, these rights may be termed 
“sole” voting or nonvoting; if this exclusive or “‘nonvoting”’ con- 
trol is exercised by two or more classes, they may be termed 
“joint exclusive”’ or “joint nonvoting.”’ 

Equal voting by class —When two or more classes of stocks ac- 
tually vote by class, the requisite proportion of the votes of each 
class of stock required to approve an action may be either (1) 
equal or (2) unequal. An example of the first is the provision of 
the G. W. Helme Company certificate of incorporation that “no 
mortgages or incumberances of any kind shall be placed upon any 
of the property of this Company as a prior lien to the Preferred 
Stock, without the assent of two-thirds in interest of each class of 
stockholders.’’”™ 

In this case the class voting control may be considered as 
“equal’’ because the proportion of each class required to authorize 
the action taken is the same (two-thirds). Naturally, a majority 
or larger vote of each could have been required. If there are only 
two issues, the control by classes is equal, as already pointed out. 
Each must approve the proposed action or measure to validate it. 
The last would presumably be true also of three or more voting 
classes, even though it would seem to be practicable to provide 
that approval by a majority of the classes would be sufficient. 

Unequal voting by class.—If a higher proportion of the votes of 
one class than of another is required to authorize action, the vot- 
ing control exercised by the two classes of shareholders may be 
termed “unequal.” This inequality in class voting stock refers to 
the control not between the classes of stock but within the class. 
Preferred stocks with one or more unequal class voting controls 
are of common occurrence. Most frequently, perhaps, these have 


™ Par. IV. American Snuff Co. and Weyman-Bruton had the same provision. 

12 This may be compared with the equal by shares voting provision of the Tobacco 
Products Co. cited above wherein two-thirds vote of the entire capital stock is 
required for authorization. 
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related to the authorization of new securities. Sometimes, how- 
ever, they give preferred shareholders some degree of voting con- 
trol regarding current assets, working capital, surplus, or other 
matters regarding which stockholders ordinarily possess no voting 
authority whatever. 

In the authorization of new securities, it has become quite 
customary to give preferred shareholders the right to veto the 
creation of both indebtedness and preferred stock of equal or 
prior rank by requiring more than a majority vote or consent of 
the existing preferred as precedent to such new issues. With quali- 
fications for nonvoting rights, new securities ordinarily require 
the authorization of stockholders, voting either by shares or by 
classes. If an extraordinary majority of the preferred stock is re- 
quired for approval, we usually have a case of unequal voting by 
class. This is because in the absence of express provision to the 
contrary a majority of the common stock is ordinarily sufficient 
for such authorizations. 

Usually the extraordinary majority of the preferred required is 
two-thirds or three-quarters. Bunte Brothers 7 per cent preferred, 
however, provided for the consent of 95 per cent of the holders of 
the preferred stock for the creation of various types of funded 
debt, and Mathieson Alkali (7 per cent), 60 per cent."* Waitt and 
Bond (7 per cent) required the vote of 80 per cent of the preferred 
for increases of the preferred or the issue of equal or prior pre- 
ferred."® Reading Company (first), on the other hand, required 
only a majority for first preferred stock increases and a majority 
of the second preferred for either first or second preferred in- 
creases."* In all these cases it may be assumed in the absence of 
any special provision that the vote or consent of only a majority 
of the common stockholders is necessary. 

Partial or divided control.—A voting right of a shareholder is 
ordinarily not divisible. As explained in the discussion of cumula- 
tive voting, the exception to this rule occurs in the election of di- 
rectors. In this matter the right to vote is one to cast several 
votes, one for each director to be elected. In consequence this 

*3 See Helme Weyman-Bruton and American Snuff issues just cited. 

"4 Charter amendment (1916). *s Charter. © A-2986. 
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right may be divided between the classes, the election of a speci- 
fied number of directors or a specific proportion of the whole di- 
rectorate being assigned to each class. The shareholder in this 
case does not have the right to vote for every director as in ordi- 
nary share-for-share voting or to cumulate all his votes for direc- 
tors on a single individual as in cumulative voting. Neither does 
any class or classes elect all the directors as in sole or joint exclu- 
sive voting. For example, the resolution of the Stanley Works 
creating the preferred stock provided: 

The holders thereof by a stock vote shall have the privilege of electing 
three directors of this corporation at a separate meeting of the holders of 
such preferred stock, at which separate meeting the common stockholders 
shall have no right to vote.” 

The remaining directors were elected by the common stock. 

This class right to elect some of the directors may, of course, be 
either sole or joint. Each class may be entitled to elect a specified 
number or percentage of the directors or a given number or pro- 
portion may be assigned to two or more classes to elect collective- 
ly. For example, in 1920, the Vulcan Detinning Company amend- 
ed its certificate of incorporation to provide that, for a period of 
ten years, six of the nine directors should be elected by the 7 per 
cent cumulative preferred and common stock and three by the 
7 per cent cumulative preferred stock A and common stock A." 
And, similarly, Loose Wiles Biscuit Company first preferred 
(1912) provided that holders of the first preferred stock, voting as 
a class, were entitled to elect one-third of the members of the 
board of directors, the remaining directors being elected by the 
second preferred and common stockholders." 

Classification of voting rights——Table 1 outlines the voting 
rights of stockholders by the various types of voting controls 
which have been described above. 


CONSTANT AND VARIABLE VOTING RIGHTS 


Before it is possible to classify stocks according to voting con- 
trol, it is necessary to consider the conditions under which the 
foregoing methods of voting control are exercised. When a cor- 


17 Extract furnished by company. 8 Art. VII (A-5379). 19 A-4127. 
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poration has only one class of stock, the voting rights of every 
shareholder upon each and every matter are necessarily constant. 
Whenever there are two or more classes of stock, however, the 
voting control upon any one or every matter may be either con- 
stant or variable. 

TABLE 1* 


TYPES OF STOCKHOLDERS’ VOTING CONTROLS 
( ( a) Majority vote all 
1. One class of stock stock 
b) Higher than ma- 
I. SHARE-FOR-SHARE | ;, Equal jority vote all 
. : 
ee lo Tesermen stock 
classes of stock | c) Cumulative for di- 
rectors 


2. Unequal 1. Multiple and fractional voting 


{ x. Nonvot- ( 


7 | a) Sole 
ing 

2. Exclusive b) Joint 
voting 


a) Majority each class 
| 3- Equal {0 Higher proportion than majority but 


: same for each class 
II. CLASS VOTING.... 4 





4. Unequal { Different proportion of votes within each 
\ class 
Divi For directors only, ( t. Sole a) Majority 
‘oe ivided each class en-| — sand 
- ‘-— } titled to elect ls) a eens 
ta { one or more | 2. Joint ” muse 
ity 


* It should be clearly understood that this grouping represents only a classification of rights to 
vote on a particular matter and not necessarily upon more than one. It should not, therefore, be re- 
garded as a classification of stock by voting rights but only as one of the methods of exercising those 
rights in particular instances. 


If a voting control never changes but remains the same under 
any and all conditions and circumstances, it may be termed con- 
stant. Provisions that “the Preferred Stock shall have no voting 
power on any question as to the increase of the authorized Capital 
Stock by additional Common Stock, or by any stock deferred to 
the Preferred Stock in respect to dividends and lien upon the 
capital of the corporation’”® or that “the corporation shall in no 
case, without the affirmative vote or written consent of the hold- 


2° Island Creek Coal Co. (1910) (A-4820) 
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ers of record of at least 75 per cent of the Preferred Stock at the 
time outstanding . . . . issue any notes or other obligations hav- 
ing a maturity longer than one year’™ are illustrations of this 
type of voting control. 

In contrast, a variable voting control is one where the authority 
exercised by a particular class of shareholders alters or varies de- 
pending upon specified conditions or circumstances related as a 
rule to the financial operation or management of the corporation. 
A change in the control exercised by one class of stockholders 
necessarily affects the control exercised by another or other 
classes. The voting control in the degrees specified, therefore, 
shifts back and forth between the classes with changes in the con- 
ditions upon which the variability of control is predicated.” 

The election of directors, which is frequently subject to variable 
voting, illustrates excellently this shifting of control. For exam- 
ple, a 7 per cent preferred issued by the American Sumatra To- 
bacco Company entitled to vote share for share with the common 
for directors was to become a class voting stock entitled to elect 
a majority of the directors whenever dividend defaults upon the 
preferred aggregated 14 per cent. Whenever the defaults were 
cured, it was to resume its previous status.” 

On the other hand, the Tidewater Associated Oil 6 per cent 
convertible preferred of 1926, class nonvoting for directors,?4 was 
entitled to vote share for share with the common for directors in 
event of the default of four quarterly dividend payments until 
such defaults were cured, whereupon it reverted to its former 
status of class nonvoting for directors.** In the former case, there- 


2 Johns Manville certificate of incorporation (1926) (A-7836). 

22 In a previous discussion of this subject written many years ago (“‘Stockholders’ 
Voting Rights and the Centralization of Voting Control,” Quarterly Journal of Eco- 
nomics, XL, 326) the writer employed the terms “fixed” and “‘contingent”’ to desig- 
nate these two types of rights. The terms “constant” and “variable” suggested by 
one of the writer’s graduate students, however, appear to express more accurately 
the relationships and more particularly the fact that the voting control in the latter 
shifts back and forth between the issues. 

23 “Seventh” of 1910 charter. 24 And also on certain other matters. 


#s A-7521. Also Class B preferred of Indian Refining Co. by charter amendment 
of 1919. 








VOTING RIGHTS OF CAPITAL STOCK 321 


fore, we have an illustration of a share-for-share voting right for 
directors shifting to a class voting right with a divided or partial 
control of the directorate and back again with changing condi- 
tions; in the latter, a class nonvoting right for directors becomes 
a share-for-share voting right and reverts again to its original 
status when the specified conditions are met. 


CLASSIFICATION OF STOCKS BY VOTING CONTROL 


Having considered the classification of stockholders’ voting 
rights on particular questions, we may pass from this task to that 
of attempting to classify stocks in accordance with their differ- 
ences in voting control. As already pointed out, the right to vote 
is in fact a series or bundle of rights. These rights may be identi- 
cal as to all propositions to be voted on at all times or they may 
vary either as between different questions or on the same ques- 
tions under different conditions and circumstances. The basic 
classification of capital stock according to voting rights, therefore, 
is one between those issues whose voting rights are always the 
same both on all matters and in all situations and those whose 
rights are not thus identical. The former may be termed (1) 
“general” voting stocks and the latter (2) “composite” or “mixed” 
voting stocks. 

As the foregoing statements imply, voting control may be 
mixed or composite (1) because the voting rights exercised by a 
particular class differ as between the matters to be voted on, (2) 
because a given class of shareholders may exercise a different 
voting control on one or more or all matters at one time than at 
another depending upon specified conditions, or (3) because of 
the combination of both of these types of rights in a single issue. 

The first of these three groups of “mixed” or “composite” vot- 
ing issues has been designated by this writer as “mixed constant” 
voting because, although the voting control differs as between the 
questions voted upon, it never varies upon any one of these ques- 
tions.” In the second case, the stock is mixed or composite be- 

% The preferred and common stock of the American Can Co. according to its 
listing application in 1907 were entitled to equal voting power, but no mortgages 
could be placed upon the property without the consent of two-thirds of the pre- 
ferred stock (A-3336). 
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cause the voting control shifts back and forth in varying degrees 
between the different classes. Sometimes these variations be- 
tween the classes apply to all matters voted on. In such cases, 
therefore, the issue is a mixed one only because of this shifting or 
variable control.?7 As indicated in the preceding section on con- 
stant and variable rights, however, this variability may apply to 
only one or to a limited number of questions. The issue is then 
“mixed” voting partly because of this shifting control on particu- 
lar matters and partly because this variability on some matters is 
combined with voting controls on others which are constant. In 
other words, constant voting rights are combined with variable 
voting rights in this group of issues. In the writer’s classification 
of types of voting stocks, however, all issues have been listed as 
variable or mixed variable in which the voting control either on 
any single matter or on all matters shifts back and forth between 
or among the different classes of shareholders. In consequence, 
the entire group of mixed voting stocks has been divided into two 
groups, (1) constant and (2) variable. 

Table 2 distributes all the preferred stocks recorded in New 
York Stock Exchange listing applications for the first fifty years 
of such listings (1) by five-year periods according to date of au- 
thorization and (2) by major types of voting control, (a) “gen- 
eral,’”’ (b) “mixed constant,” or (c) “mixed variable” voting is- 
sues. 

So far as one may judge from this statistical universe, “gen- 
eral” voting stocks regularly exceeded the “mixed” voting stocks 
in every five-year period up to 1909. Since that time the reverse 
has been true in every five-year period. Roughly the mixed vot- 
ing issues account for two-thirds and the general voting issues for 
only one-third of the total of the 966 issues classified. It seems 


27 The charter of the Royal Baking Powder Co. provided that “‘so long as the 
dividends reserved on the said preferred stock shall be paid . . . . the preferred stock 
shall have no voting power on any question.” In the event of the nonpayment of 
such dividends for four months, the holders of a majority of the preferred stock 
were entitled to elect a new board of directors, and thereafter the “‘voting power 
theretofore vested exclusively in the common stock shall vest and remain in the 
holders of the preferred stock” until arrearages and accumulations were paid. One 
month thereafter the voting controls returned to their original status. 
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probable, however, that the general voting issues are considerably 
more important than these figures indicate. In the absence of 
specific qualifications or limitations, the legal presumption is that 


TABLE 2 


DISTRIBUTION OF PREFERRED-STOCK ISSUES RECORDED IN NEW YORK 
STOCK EXCHANGE LISTING APPLICATIONS, BY TYPE OF VOTING 
CONTROL AND DATE OF ISSUE, 1885-1934 
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all shares possess equal voting rights share for share on all ques- 
tions and at all times. It is a fair assumption, therefore, that 
many, and probably most, of the stocks for which no voting data 
were available in the stock-exchange listing applications were 
“‘general” voting issues. If these were added to the general voting 
group and to the total, the proportion of such issues would be 
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nearly 42 per cent of that total or considerably more than is indi- 
cated by the percentages in the table. 

Mixed “‘variable’’ voting issues were of relatively little impor- 
tance prior to 1910 as compared with mixed “‘constant” voting 
and more particularly with general voting stocks. In the quin- 
quennium 1910-14, however, they rose sharply to above the level 
of both the “‘constant” and the “general’’ voting issues and great- 
ly exceeded each of the other types in all subsequent periods until 
the final one (Table 2). 


GENERAL VOTING STOCKS 


General voting stocks will obviously include all issues of all 
corporations with only a single class of stock. The group will also 
comprehend all issues of corporations having two or more classes 
of stock where the voting rights are on a share-for-share basis at 
all times and under all conditions.** Whether the voting control 
is equal or unequal (multiple or fractional)’ is immaterial so long 
as there is no differentiation of this control either as to the matters 
to be voted on or as to the conditions under which the vote may 
be exercised. In addition, this classification will include all issues 
of corporations where one or more classes of stocks are entitled to 
exercise the entire voting control in the affairs of the corporation 
under any and all conditions to the complete exclusion of another 
or other classes of shares.*° 

28 “Upon all questions arising at any meeting of the stockholders of the corpora- 
tion, each share of stock, common and preferred, shall have equal voting power” 
(amendment to charter of New England Steamship Co., dated June 27, 1912). 
“The holders of the first preferred stock, second preferred stock and common stock 
of the corporation shall have equal voting rights” (Fourth [f] Charter, Associated 
Dry Goods Corp.). 

29 Illustrations of these types of issues are given in the text above in the subsec- 
tion dealing with “Unequal Share-for-Share Voting.” 

3° The American Brake Shoe and Foundry charter, Art. IV, provided that “the 
common stock shall have no voting power until such right shall be granted by a 
further amendment to this certificate of incorporation by vote of the holders of a 
majority in amount of the preferred stock. .... The holders of a majority of the 
preferred stock at any such meeting may determine how many votes or fraction of a 
vote each share of common stock shall become entitled to cast.” 

Art. IV (5) of the charter of McAndrews Forbes (1917), on the other hand, 
provided: ‘The said shares of preferred stock shall have no voting power, nor shall 




















VOTING RIGHTS OF CAPITAL STOCK 325 


General voting stocks, therefore, include two principal sub- 
groups: those which vote share for share and those which are 
class voting. The former, in turn, are divided between stocks 
which are (1) equal share for share and (2) multiple or fractional 
voting issues; the latter into (1) exclusive and (2) nonvoting is- 
sues. Table 3 shows the “general” voting preferred stocks broken 
down into the foregoing four subgroups. 


TABLE 3 


GENERAL VOTING PREFERRED STOCKS RECORDED IN NEW YORK STOCK 
EXCHANGE LISTING APPLICATIONS, CLASSIFIED BY TYPE OF 
GENERAL VOTING CONTROL, 1885-1934 























Percentage of Percentage of 
Ty oo Number of General 966 Stocks Clas- 
a Issues Voting sified by 
Stocks Voting Control 
Share for share: 
ER ene 262 78.91 27.12 
Unequal (multiple and frac- 
SEs oko bas Sk ahd 14 4.22 1.45 
Total share for share. . . 276 83.13 28.57 
Class: 
NN sais as wea Sn ae I ©.30 ©.10 
re 55 16.57 5.69 
Total class voting. ..... 56 16.87 5.79 
Total general voting. . 332 100.00 34.36 














Considerably over four-fifths of al) the general preferred voting 
stocks recorded in New York Stock Exchange listing applications 
are share-for-share voting, and appreciably over three-quarters 
are equal voting share for share. The chief interest of Table 3 is 
the light which it sheds upon the question of the restriction of 
stockholders’ voting rights through strictly nonvoting preferred 


the holders thereof be entitled to notice of any meeting of the stockholders of the 
company.” 

The first of these preferreds is obviously a general class voting stock with ex- 
clusive voting control, the common being general class nonvoting; the second, a 
general] class nonvoting issue, the exclusive voting control residing in the common 
stock, the preferred being a general class nonvoting issue. 
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issues. Of the 966 preferreds classified by voting control, only 
55 of them were completely nonvoting, or less than 6 per cent of 
the total preferred issues classified .** 

The number of corresponding common issues of the corpora- 
tions issuing these preferreds will not agree exactly with these 
totals. Several corporations have more than one preferred issue. 
Also some of these corporations have more than one issue of com- 
mon. Subject to such minor qualifications, however, it seems 
possible to say that the corporations with these preferred issues 
have issued in the neighborhood of 262 equal share-for-share 
commons, 14 unequal share-for-share voting commons, 1 class 
nonvoting, and 55 class exclusive voting commons. 


NONVOTING STOCKS 

Ever since the publication of Main Street to Wall Street and 
the studies of the author of that volume which preceded it? non- 
voting stock has attracted a good deal of attention. Just as there 
is abroad much misapprehension about other features of capital 
stock,33 so also with voting control and more particularly non- 
voting “rights.”’ 

In part this is probably due to a confusion of thought in the 
use of the term “nonvoting.”’ Nonvoting rights and nonvoting 
stock, as already explained, are not the same things. A stock may 
be nonvoting on one or more matters and still possess voting con- 
trol on another or others. Whether it is voting or nonvoting de- 
pends upon the matter to be voted on. Many of such mixed con- 
stant voting issues have probably been regarded as nonvoting. 

A similar confusion may have arisen because of “‘variable”’ vot- 
ing issues. Stocks not entitled to vote under one set of conditions 
although voting under another or others, have frequently perhaps 
been regarded as nonvoting. 


3* Actually the number and proportion are probably lower. The stocks were 
classified from the listing applications. It is more than possible that several of 
such issues apparently strictly nonvoting in terms could not be deprived of all such 
rights under the state constitution and laws. See n. 36. 

3? William Z. Ripley, in Proceedings of the Academy of Political Science, January, 
1926, p. 143, and Aflantic Monthly, January, 1926, p. 94. 

33 See preceding studies of the writer in n. 1 above. 
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If one insists that every stock issue of a corporation is nonvot- 
ing if it does not vote upon every matter on which any other stock 
issue of the corporation votes and both at all times and under all 
conditions, jt may be conceded that the number of nonvoting 
issues is very large. But such a definition not only lacks accuracy 
but also leads to somewhat absurd conclusions. In corporations 
with variable voting preferred and common, for example, all the 
stock issues would be nonvoting under this conception. The same 
would also be true of the stocks of corporations with mixed con- 
stant voting rights where the preferred possesses no voting con- 
trol upon some one matter and the common none upon another. 

Tables 2 and 3 indicate that only by some such broad or loose 
definition as the foregoing can the significance of nonvoting stocks 
in the general corporate picture be made comparable with the 
emphasis and importance given them. Strictly nonvoting issues 
among preferred stock are apparently exceptional, and it may be 
conjectured that they are even more exceptional among common 
stocks.*4 So far as preferred stocks are concerned, the extensive 
development of issues with nonvoting rights either mixed con- 
stant, or variable renders this a far more significant and important 
development than the growth of strictly nonvoting issues. 

There are two principal reasons which account for the fact 
that strictly nonvoting stock issues are much less numerous than 
is often assumed.** Limitations on voting control are quite gen- 

34 Shortly after the Ripley articles of 1926 the present writer undertook an analy- 
sis of the preferred- and common-stock issues of about 350 corporations selected at 
random and including 74 public utilities and 42 railroads. In a large proportion of 
these cases he obtained the charters or extracts from them regarding voting rights 
but in some cases used the stock-exchange listing applications, stock certificates, and 
the financial manuals. In the more than 225 industrial corporations he found only 
15 issues of preferreds which were completely nonvoting and a lesser number of 
completely nonvoting common issues. None of the issues of 42 railroads was non- 
voting and only a few of the utilities (““Stockholders’ Voting Rights and the Centrali- 
zation of Voting Control,” op. cit., pp. 353, 358, 379, 381). 

Data on voting control collected by Professor Maurice Orten, of the University 
of Missouri School of Mines, for a random sample of some 350 corporations (not 
yet published) indicate also low proportions of »oth strictly nonvoting preferred 
and common issues. 


38 This is in addition to possible misconstructions. The charter or other instru- 
ment setting forth the rights of the shareholders sometimes contains an unqualified 
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erally themselves subjected to certain limitations either by state 
statutes or even state constitutions, except where, as in Maryland, 
the articles in certain cases overrule the statute, a thoroughly un- 
sound provision. These constitutional and statutory provisions 
in many cases completely bar strictly nonvoting stocks. There 
are frequently important business reasons, including taxes, the 
treatment accorded to foreign, as compared with domestic, cor- 
porations, etc., which are of equal or greater importance in the 
determination of the domicile of a corporation than the provisions 
of the state laws regarding voting control. In so far as the former 
factors decide the question of domicile, the constitution and 
statutes often prevent the issue of strictly nonvoting stock. 

Aside from directors, the matters upon which the right to vote 
is of greatest importance are those involving possible losses to the 
shareholder. These include, for example, such matters as changes 
in the rights, preferences, and privileges of the shareholders, in- 
creases and reductions of capital stock, sale or lease of the corpora- 
tion’s assets, mergers and consolidations with other companies, 
and voluntary dissolution. In addition, and perhaps more impor- 
tant than any of the foregoing, is the right of the shareholders to 
participate in management through the election of the directors. 

In certain states, including such leading incorporating ones as 
New York and Maryland, there are practically no statutory pro- 
visions which prevent the issuance of strictly nonvoting stocks. 
Other states require the vote or consent of either the so-called 
nonvoting stock or of all shareholders upon some one or more of 
the matters referred to above or others. Interestingly enough, 
Delaware, perhaps the leading incorporating state, belongs in this 
group, as well as Maine and New Jersey.** 


statement at one point that the stock has no voting power. Yet elsewhere in the 
same document or perhaps some other instrument the apparently nonvoting share- 
holders will be given voting control on one or more specific matters. The stock 
certificates of the Hydraulic Steel Co. state explicitly in one paragraph: ‘“The holders 
of the preferred stock shall have no voting power.” Another paragraph, however, 
provides against various liens prior to the preferred without the affirmative vote or 
written consent of 75 per cent of the preferred. 

36 Although this article is scarcely the place for a comprehensive analysis, it is 
perhaps pertinent to direct attention to a few of these legal obstacles to strictly non- 
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The effect of these and other similar provisions may be il- 
lustrated by the incorporation in various charters of provisions 
similar to the following: 


The preferred stock shall not confer on the holders the right to attend 
or vote... . at elections of directors, or at any meetings of stockholders, ex- 
cept .... for increasing or decreasing the capital stock, dissolving the cor- 


voting stocks. For this purpose the writer selected at random some sixteen states. 
The following summary was then made from Parker and Smith’s Corporation 
Manual, 1936. 

On changes in capital stock Connecticut requires two-thirds of each class or 
two-thirds of each class represented at the meeting to decrease the capital stock; 
and Missouri, a majority of stock to change par to no par, or increase or reduce the 
capital stock. For decreases of capital stock Washington requires a vote of holders 
of two-thirds of the voting power of all shareholders; and California, a vote or 
written consent of a majority of the outstanding shares regardless of limitations or 
restrictions on voting rights. 

On proposals for voluntary dissolution New Jersey requires a two-thirds interest 
of ali stockholders whether with or without voting powers and without regard to 
class; Minnesota, two-thirds of the voting power of all shareholders; Connecticut, 
three-quarters of the issued and outstanding stock of each class; Texas, consent of 
four-fifths in interest of all stockholders if at a meeting or unanimous consent with- 
out a meeting; and Missouri, unanimous consent of all stockholders if without 
judicial proceedings. 

On proposals for merger and consolidation even Delaware requires the votes of 
the stockholders representing two-thirds of the total number of shares of the 
capital stock of Delaware corporations. New Jersey also requires a two-thirds vote 
of all the capital stock and Missouri, three-fifths. Class voting is required in Cal- 
ifornia and Connecticut. The latter state requires two-thirds of each class, and the 
former the same even though their right to vote be otherwise restricted or denied. 

Under the Illinois constitution a corporation cannot deprive any of its stock- 
holders, either preferred or common, of the right to vote for directors or managers 
of the corporation. By the terms of the constitution the shareholders are also en- 
titled to cumulate their votes. The constitution of Missouri and the California 
statutes also provide for a cumulative voting. In Ohio any shareholder may give no- 
tice of intention to cumulate his votes for directors, and announcement of his notice 
at the meeting gives each shareholder the right to cumulate his votes, and such 
right shall not be further restricted or qualified by any provisions in the articles or 
regulations. 

In Minnesota the purposes for which the corporation is incorporated cannot be 
changed without the vote of each class whether entitled by the articles to vote or 
not. Connecticut does not permit the sale, exchange, or lease of all the corporate 
property except by a two-thirds vote or consent of all the stock of each class. In 
Michigan a majority is required. 

In Maine 80 per cent of the class affected must vote in favor of any change in the 
articles which would alter the preferences given to one or more classes by taking 
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poration, or passing upon other matters with respect to which the statute 
expressly gives the power to Preferred stockholders to vote.3’ 


Another and even more potent factor in preventing the develop- 
ment of strictly nonvoting preferred issues has been the invest- 
ment consideration. As elsewhere** pointed out, preferred stock 
has evolved from a simple agreement giving preferred sharehold- 
ers merely a preference in the distribution of profits into a con- 
tract often bearing certain resemblances to a bond indenture. The 
brief and succinct provisions of the earlier issues have given place 
to a lengthy wordy contract containing a variety of covenants 
couched in involved and complicated legal phraseology. A plausi- 
ble explanation of this development is that it was hoped to im- 
prove investor estimation of preferred issues by arraying them as 
far as possible in the panoply of bonds. A bond, however, is an 
obligation, whereas a preferred stock is not. The bondholder pos- 
sesses an enforcible claim for interest. This is true even in the 


away any right or preference to which the class or classes is entitled regardless of 
whether such class is entitled to vote or not. Pennsylvania provides a more elaborate 
schedule of charter amendments affecting shares of any class upon which the class 
or classes adversely affected are entitled to vote, and Michigan, Minnesota, and Ohio 
all have similar provisions. 

Massachusetts, strangely enough, is one of the most liberal of the states in permit- 
ting restriction of voting control. But even here the preferences, voting powers, 
restrictions, and qualifications of par-value shares changed into or exchanged 
for no-par shares may not be impaired or diminished by the change or exchange 
without the consent of the holders thereof. Otherwise there are practically no more 
restrictions than in either New York or Maryland. 

Out of the sixteen, or one-third of the states whose articles have been casually 
examined, it appears that there are only two, New York and Maryland, in which it 
is possible under the laws and constitution to issue a simon-pure nonvoting stock, 
that is, one which has no voting rights whatsoever. In other words, in Connecticut, 
Missouri, Texas, Washington, California, New Jersey, Minnesota, Delaware, Illi- 
nois, Ohio, Maine, Michigan, Pennsylvania, and Massachusetts there is some 
restriction even though slight as in the last-named state. 


37 Amendment to Art. IV of the certificate of organization of the American Cigar 
Co. (1920); cf. also the preferred issue of the Chesebrough Manufacturing Co., 
which has “no voting powers... . except in those cases where it is specifically 
provided by statute that corporate action shall not be taken without the affirmative 
vote of certain percentage or proportion of the stockholders, or as otherwise provided 
by law.” 


38 Stevens, “Stockholders’ Participations in Assets in Dissolution,” of. cit., p. 71. 
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case of income bonds, if the interest is earned. The preferred 
stockholder as a rule has none against the company for dividends 
except when the directors declare them.*® The debenture bond- 
holder also holds an enforcible claim for the repayment of his in- 
vestment at maturity. A preferred stock carries no maturity date. 
Its owner has no claim to the return of his investment except in 
the event of dissolution, though even here the attempt has been 
made to create the semblance of a claim on principal by the use 
of sinking funds. Moreover, where it has been attempted to give 
the preferred share a mortgage lien, this claim has usually been 
held subordinate to those of any and all actual creditors.*° 

If a superior investment position was to be accorded to the pre- 
ferred stock, which possessed no enforcible claim for dividends or 
principal, it was necessary to protect such stocks against (1) the 
creation of mortgages and debt or other stock with a claim on 
earnings and/or assets ahead of the existing preferred, or (2) other 
changes which might unfavorably affect the investment position 
of these issues. There were in general two principal ways of doing 
this: (1) by unqualified covenants forbidding such action on the 
part of the corporation or (2) by giving the preferred shareholders 
a special class voting control over these matters. 

Without one or the other no investor could be persuaded of 
the investment merit of the preferred stock or, more particularly, 
of its equality with or superiority to debentures or nonsecured in- 
comes as investments. Their absence would have left the pre- 
ferred at the mercy of the voting shareholders so far as their pre- 
ferred claims on earnings, and often assets, were concerned. There 
would be nothing to prevent the creation of unlimited amounts of 
mortgage bonds or other funded debt of the corporation or its 
subsidiaries with claims ahead of the preferred; of new preferred 
stock of equal or prior rank to the existing preferred, or of the 
dilution of the equity of original preferred shareholders through 


39 With qualifications in the case of mandatory payment noncumulatives (Stev- 
ens, “Discretion of Directors in the Distribution of Non-cumulative Dividends,” 
op. cit.). 

4° W. W. Cook, Law of Corporations (1923), 1, 910 ff.; Fletcher, Cyclopedia of the 
Law of Private Corporations (1919), VI, 6029 ff. 
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increases in the preferred stock. On the other hand, absolute 
covenants would tend to destroy elasticity in financing and in- 
crease the difficulties of procuring money. In some cases corpora- 
tions have resorted to nonvoting stock with absolute covenants 
protecting the preferred against a variety of acts injurious to their 
priority. More frequently perhaps“ the practice has been to give 
preferred stock specific voting control over such matters, even 
though they possess no other voting power. This situation has 
given rise to a large number of mixed “constant” voting stocks. 
It is also responsible for the fact that mixed “variable” voting 
issues frequently possess share-for-share or special class voting 
controls on matters affecting the prior claims of the preferred 
stock to earnings and assets as well as upon other questions not so 
directly related to investor protection. 


MIXED “‘CONSTANT’”’ VOTING STOCKS 


Table 2 above showed the number of mixed “‘constant”’ voting 
issues authorized in every quinquennium from 1885-89 through 
1930-34 with a peak of 53 issues in 1925-29. Table 4 shows these 
types of stock distributed by the same major subdivisions of 
voting control as general voting stocks. In other words, the mixed 
constant voting stocks are (1) equal and (2) unequal voting by 
shares, or (3) exclusive and (4) nonvoting by class. The two for- 
mer, however, are subject to certain class voting exceptions upon 
one or more questions and the two latter to similar exceptions, 
either class or share for share. 

About 83 per cent of the mixed ‘“‘constant” voting issues are 
those which vote by shares and these issues represent between 17 
and 18 per cent of the total issues classified. There is also, it will 
be noted, 1 chiefly exclusive voting preferred as against 32 chiefly 
nonvoting preferreds. These 33 issues include all preferreds with- 
out “variable” voting rights which are entitled to elect independ- 
ently one or more members of the board of directors. As already 
pointed out, divided or partial voting control as defined by the 
writer exists only in the election of directors. Because of this 
fact the voting rights of such stockholders on all other matters 


# This matter is to be made the subject of a later study. 
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must differ from those for directors. Hence all such issues are 
necessarily mixed type, either ‘‘constant” or “variable.” As 
shown subsequently, a large number of the latter type exercise a 
partial control of the directorate under certain conditions. 


TABLE 4 


MIXED CONSTANT VOTING PREFERRED STOCKS RECORDED IN NEW YORK 
STOCK EXCHANGE LISTING APPLICATIONS, CLASSIFIED BY TYPE 
OF MIXED VOTING CONTROL, 1885-1934 
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MIXED VARIABLE VOTING STOCKS 


As shown by Table 2, 434 preferreds, or 44.9 per cent, of the 
966 issues recorded in New York Stock Exchange listing applica- 
tions and classified by this writer are variable voting issues. For 
405 of these issues the stock-exchange listing applications furnish 
sufficient data to tabulate (1) their initial voting status, (2) the 
contingencies producing shifts in their voting control, and (3) 
their voting position subsequent to such shifts. For the remaining 
29 some one or another of these elements is lacking. 

As pointed out above, this writer has classed as variable voting 
issues all those preferreds subject to a shifting voting control re- 
gardless of whether this variability applied to one matter or to 
all matters. Such issues, therefore, frequently combine with such 
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variable controls constant share-for-share or class voting rights 
on one or more questions. As there are several matters upon 
which the shareholders may exercise voting rights, the number of 
possible combinations is somewhat overpowering.” In conse- 
quence, it has been necessary to base tabulations of this type of 
stock on major characteristics of voting control, disregarding, 
except in the matter of the control of the directorate, any class or 
share-for-share voting rights on particular questions. 

Table 5 shows these 405 issues distributed according to the 
principal types of control. In some twenty cases, all in the initial- 
ly nonvoting group, the subsequent voting status is itself variable, 
different voting controls for the same issue being provided under 
different conditions. For example, a stock initially nonvoting or 


# A preferred of the F. W. Woolworth Co. was share-for-share voting on all 
matters except the election of directors and increases in the amount of the pre- 
ferred stock. On the election of directors it was a variable voting issue, nonvoting 
in its initial status, but exclusive voting for directors upon the default of three quar- 
terly dividends. On increases in the preferred stock it was class voting equally with 
common, the consent of two-thirds of each class being required (A-4132). 

A 7 per cent preferred of the California Petroleum Co. (1912) was mixed class 
voting, a three-fourths vote being required on (1) changes in the voting power of 
either preferred or common; (2) sale, lease, or disposal of the property; (3) creation 
of mortgages on its own or subsidiary company property; (4) issue of additional 
bonds by subsidiaries; (5) creation of prior shares or shares on a parity with the 
preferred; (6) issue of preferred in excess of fifteen million dollars except for addi- 
tional income producing oil properties. Otherwise the stock was nonvoting except 
on failure of four quarterly dividends whereupon the preferred became entitled to 
exercise a divided class control of the directorate, electing a majority of the directors 
(A-4155). 

An issue of the Simmons Co. likewise was nonvoting except on the failure of 
dividends and for issues of priority preferred, creation of mortgages or prior liens 
or funded debt for which a 75 per cent vote or consent of the preferred was re- 
quired. If the dividends were in arrears for four quarters, the preferred was entitled 
to concurrent voting power with the common, cumulative voting being permitted 
both common and preferred in the election of the directors (Charter, Pars. D and J). 

Sherwin Williams preferred, likewise a variable voting issue, was nonvoting in its 
initial status except that it was entitled to a class voting control (three-fourths) on 
the creation of mortgages or liens to secure bonds. On default of four consecutive 
quarterly dividends or other specified covenants, however, the preferred became 
entitled to multiple share-for-share voting and to cast four times the number of 
votes for each such preferred share as was the common shareholder for each of his 
shares (Notice of Special Meeting of Stockholders, January 19, 1920, pp. 7-8). 
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TABLE 5 


INITIAL AND SUBSEQUENT VOTING STATUS OF 405 VARIABLE VOTING PRE- 
FERRED STOCKS RECORDED IN NEW YORK STOCK EXCHANGE LISTING 
APPLICATIONS, BY MAJOR CHARACTER OF VOTING CONTROL, 1885-1934 
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* This is used in the broad sense. It includes all controls of the directorate, such as two-thirds 
or three-quarters which are in excess of a bare majority. 


t This total exceeds the number of issues because there are several issues which exercise two or 
more different voting controls upon a change of status depending upon the conditions causing the 


change. 
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nonvoting with specified exceptions might be entitled to elect, say, 
one-third of the directors in the event of the failure of dividends 
for, say, two quarters, but entitled to exclusive voting control if 
dividends were in arrears for six or eight quarters. As a result of 
this fact the total of the voting types subsequent to the shifts of 
the control aggregate 425 instead of 405, which is the total number 
of preferred stocks involved. 

The voting status of the common stocks of the corporations 
issuing these preferreds in each group can, of course, be readily 
determined from the preferred-stock voting status both prior and 
subsequent to the shifts of control. No attempt has been made to 
tabulate these common issues.*? 

In nearly half of the cases the subsequent controls (47 per 
cent) are comparatively strong ones, exclusive (10.1 per cent), 
exclusive for directors (14.1 per cent), or a majority or even higher 
control of the directorate (22.8 per cent). Weaker equal and multi- 
ple share-for-share controls account for another 41.9 per cent. The 
minority control of the directorate is definitely a very weak form 
of control, and the same is true of some of the controls represented 
by the miscellaneous group. But these two groups represent only 
a trifle over 11 per cent of all the subsequent voting controls. 

So far as preferred stocks are concerned, the foregoing tabula- 
tions appear to indicate that the significant recent development 
in voting control has been the tremendous growth of variable 
voting issues. Even during the decade from 1920 to 1930, when 
most of the strictly nonvoting preferreds originated, unpublished 
tabulations of this writer indicate that such pure nonvoting stocks 
constituted the equivalents of much less than half of the share- 
for-share voting preferreds and slightly more than 10 per cent of 
the variables. As also indicated above, there is reason to assume 
that the proportion of nonvoting common is much below that of 
nonvoting preferred issues. The mooted question of voting con- 


43 Because two or more preferreds issued by certain of these companies have been 
included in the tabulation, the number of commons in each common-stock voting 
group corresponding to the preferred-stock group will ordinarily, as previously 
pointed out, be somewhat less than the total of preferreds for the group. 





lle 


i 

















VOTING RIGHTS OF CAPITAL STOCK 337 


trol, therefore, would seem to be more significantly related to its 
partial rather than its total restriction. 


THE ARGUMENTS FOR NONVOTING STOCK 


Investment position.—Many preferreds possess an investment 
standing comparing not unfavorably with that of good-grade 
bonds and notes. Consequently, it may be argued that there is 
no reason why they should have voting rights. 

Investment position of preferred stock, however, is in essence 
a question of fact, related chiefly to its dividend preference in 
comparison with demonstrated high earning capacity per share in 
bad as well as good times. It is not determined or even seriously 
affected by whether the issue is voting or nonvoting or protected 
by covenants frequently annexed to preferred stocks resembling 
those of bond indentures. Such covenants combined with the 
preferential position of the preferred may lend some small plausi- 
bility to this argument in the case of preferred stock. But no such 
theory can possibly apply to nonvoting common. In the nature 
of the case these issues can have no preference in the distribution 
of profits over the voting common and still remain common. 

Conservative financing.—A second argument in favor of non- 
voting stocks is that this type of issue tends to produce conserva- 
tive financing by promoting the use of stocks in preference to 
funded debt. This contention possesses little more merit than the 
foregoing one. If the corporation requires additional outside cap- 
ital, it may obtain it either by borrowing or by issuing more stock. 
If it issues voting common stock, the voting equity of the existing 
shareholders is diluted. So also are their pro rata interests in the 
profits except to the extent that they may preserve them by pur- 
chasing new stock. But any such purchases obviously compel the 
shareholders to dig down into their own pockets. In other words, 
the desire of the common stockholders is to increase their earn- 
ings without (1) decreasing their control of the management, (2) 
diluting their equity in the profits, or (3) making additional in- 
vestments out of their own funds. 

Theoretically, borrowed capital will produce a surplus over the 
interest charges for the shareholder without diluting his equity 
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in the profits or control and without any additional investment on 
his part. To argue that the existing common shareholders might 
prefer to use nonvoting common or preferred rather than to bor- 
row, however, is to assume that retention of voting control is the 
significant factor in the determination rather than the profits to 
be distributed. If common is employed, the common stockholder 
either puts up additional cash or sees his equity diluted. If non- 
voting preferred is used, its dividend requirements will ordinarily 
be considerably higher than the interest requirements on bonds 
and this will reduce the earnings on the new capital available for 
the common. 

Shareholder indifference.—It has also been advanced in justi- 
fication of nonvoting shares, more particularly preferred stocks, 
that the stockholders do not regard themselves as directly inter- 
ested owners of the corporation. Instead they consider that they 
are as much investors as bondholders except that they expect a 
higher rate of return and assume more risk.‘ It is said to be use- 
less to accord voting rights to all shareholders because they will 
not be used. The average stockholder cannot and does not at- 
tend the stockholders’ meetings. More than half the time, prob- 
ably, he does not even trouble to fill out a proxy for such a meet- 
ing. Quite generally he pays little or no attention to the affairs of 
the corporation or to how it is managed. It is further charged 
that many stockholders are too unintelligent to comprehend many 
of the proposals that are presented to them or to interpret accu- 
rately the meaning and significance of the corporation’s financial 
statements. Boiled down to its lowest terms, perhaps this 
amounts to the assertion that the great body of the stockholders 
are either too uninterested to vote or too uninformed to vote intel- 
ligently. They attach no importance to the right to vote and 
might as well be given nonvoting stock.* 

44 Cf. New York World, January 23, 1926, p. 4. 

4S It is a fact that the voting right is seldom highly evaluated when it comes to 
price. The most striking case is American Tobacco common. Prior to the doubling 
of the amount of the B common in the middle 1920’s the voting common regularly 
sold at a slight premium over the nonvoting B. Subsequent to this increase of the 


B common the situation was reversed and the voting common has rather regularly 
sold at a discount under the nonvoting B common. 
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VOTING BY PROXY AND BY MAIL 


Discussing this matter in 1926, the writer pointed.out that 


the corporations are themselves largely to blame. The board oi directors 
formulates a policy and sends out a summary to stockholders, together with 
a proxy authorizing a certain person or persons to attend the annual or 
other meeting and vote the shareholder’s stock. The stockholder is not asked 
to vote “yes” or “no” on the proposition, and his only alternative to filling 
out the proxy and having his interest voted in the affirmative is not to fill it 
out.” By the latter course he very likely attempts to indicate his disagree- 
ment with the proposed measure but he does not do so in a way to affect the 
final result. In practically all cases the interests backing the plan to be 
voted on control a sufficient number of shares to furnish a majority of the 
quorum necessary to transact business and carry through the proposal. In 
other words, unless a fight among the larger interests develops, so that both 
groups solicit proxies for and against a measure, the shareholder is really un- 
able to express anything other than an affirmative opinion upon any measure 
proposed by the existing management of the corporation. Stock Exchange 
governors, who are reported to be considering the question of the voting 
rights of shareholders, would do well to consider whether measures should 
not be adopted to ailow shareholders to vote “yes” or “no”’ on a proposition 
either by proxy or by mail‘ or otherwise.“ 


When the Securities and Exchange Commission took up the 


matter of proxies early in 1935, the writer endeavored unsuccess- 
fully to convince one of the commissioners of the desirability of 
incorporating provisions similar to the foregoing in any regula- 
tions issued. When the proxy rules finally appeared later in that 
year, they contained no such requirements. In the early part of 


# This statement was probably not quite accurate even at the time it was made. 
The stockholder might presumably sign his proxy and write on it “to be voted ‘no’ 
on” followed by a reference to the proposal. But a proxy is, after all, only a power of 
attorney, and, though this qualification presumably prevents it from being voted in 
favor of the proposition, it does not perhaps require that it be voted against it. 
Ordinarily the proxy is solicited by the company and is given to an officer. There is, 
tnerefore, a question of whether the results of this action will be any different than 
if the proxy had not been filled out so far as the particular matter is concerned. It 
is understood, however, that in recent years it has been the practice in some com- 
panies to vote these limited proxies as against the proposal. 

47 A proxy, of course, is not a ballot, and mail balloting might be the better 
method (see n. 46 and below). 

48 Stevens, ‘Stockholders’ Voting Rights and the Centralization of Voting Con- 
trol,” op. cit., p. 384, n. 1. So far as the writer knows, this was the first time any 
such proposal had appeared in print. 
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1937, however, in connection with the recapitalization of the In- 
ternational Paper and Power Company, certain members of the 
commission’s staff suggested to the company the use of voting 
proxies for obtaining the approval or disapproval of the plan.‘ 
In May of that year, therefore, about eleven years after its orig- 
inal proposal by the writer, a proxy in the “yes” and “no” form 
(for and against the proposed recapitalization of this company) 
made its debut.®° Finally, in August of this year (1938), as this 
article was in the process of final revision, the commission issued 
new proxy regulations which include the following rule: 

No solicitation subject to Section 14(a) of the Act shall be made unless 
(a) means shall have been provided whereby the person solicited is afforded 
an opportunity to specify, in a space provided in the form of proxy or other- 
wise, the action which such person desires to be taken pursuant to the proxy 
on each matter, or each group of related matters as a whole, described in the 
proxy statement as intended to be acted upon, other than the election of 
directors or other officials, and (b) the authority conferred as to each such 
matter or group of matters is limited by the specification so made. Nothing 
in Regulation X-14 shall prevent the solicitation of a proxy conferring dis- 
cretionary authority with respect to matters as to which the person solicited 
does not make the specification provided for above, or with respect to matters 
not known or determined at the time of the solicitation, or with respect to 
elections of directors or other officials.** 


At the present time the voting proxy is presumably as far as 
it is possible to go in decentralizing voting control in this manner. 
The requirement of actual balloting by mail would no doubt in 
many cases require an amendment of the state corporation laws. 
Even though a corporation might be willing to adopt such an ar- 
rangement, there might be legal questions in various states as to 
the validity of action taken thereunder. Nevertheless, this meth- 
od is probably superior to the voting proxy for reasons suggested 
in a preceding footnote. If the Securities and Exchange Commis- 


49 Findings and Opinion in re Application of International Paper and Power Co. 
Holding Co. (Act Release No. 770 [August 3, 1937]), p. 2. 

s° The New York Times headlined this action as “Precedent Set in Proxy Bal- 
lot” (New York Times, May 15, 1937, p. 25, col. 6). Expressed in terms of per- 
centages of the stock voted, 8.8 per cent of the preferred voted against the plan and 
less than 3 per cent of any of the three classes of common stock. 


st Securities Exchange Commission, Rule X-14A-2 (release of August 11, 1938). 
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sion experiment with the new form of proxy is successful, we may 
look forward ultimately perhaps to a true stockholder’s ballot. 
Interestingly enough the same arguments are advanced against 
these forms of voting as those recited above to justify nonvoting 
stock: that stockholders regard themselves as investors rather 
than as managers; that the intelligent ones are too uninterested 
to study the proposals and vote; and that the remainder lack suffi- 
cient knowledge of corporation statements, problems, and policies 
to permit them to vote intelligently even if they would. Possibly 
these arguments are correct, but this writer questions them. If 
given the opportunity, it seems to him probable that the more 
intelligent stockholders will be sufficiently interested to study 
proposals carefully, to vote or fill out proxies “yes” or “no” in 


accordance with their best judgment. This opportunity they have 
never really had, or, to speak more accurately, known that they 
had, under the usual proxy system. As to the remaining stock- 
holders, is there any better available means of educating them 
up to intelligent voting than through giving them plans of 
proposed action and asking them to vote by mail or approve or 
disapprove by proxy? To adopt any other position seems more or 


less to concede the desirability of nonvoting stock and the pro- 


52 One who may be regarded as an eminent authority has expressed these views in 
correspondence with the writer: “In this connection I was interested in your sug- 
gestion on page 384 that a stockholder should be allowed to vote ‘yes’ or ‘no’ by 
mail instead of merely having the usual alternatives of not sending in his proxy if 
he disagrees with any given proposition. Though this would seem to be desirable 
in many ways, there is sound doubt as to its real value due to the average stock- 
holders’ indifference and his lack of comprehension of corporate questions.” 

“Tt is not merely a question of interest in the corporation—many have that, at 
at least insofar as dividends are concerned. The more difficult question is to edu- 
cate the ordinary security holder to an extent where he will be able to appreciate 
and comprehend corporate problems. Frankly, I do not believe that the average 
stockholder is capable of mastering the many involved problems that arise. I be- 
lieve that we must recognize that corporate management must be given certain re- 
sponsibilities, and that the stockholder must take the risk of the management’s per- 
forming their obligations faithfully and to the best interest of the stockholders. It 
is a risk which is inherent in our economic system” (letters of December 12, 1934, 
and January 25, 1935, from Dean James M. Landis, of the Harvard Law School, at 
that time Securities and Exchange Commissioner and later chairman of that body. 


Quoted by permission). 
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priety of depriving the bulk of corporate stock of all voting con- 
trol. 

A more serious objection to this writer’s theories as well as the 
new Securities and Exchange Commission rule is that they may 
so impede management as to be more injurious than advantageous 
to stockholders.5? That this would occur in certain cases is prob- 
ably undeniable. On the other hand, it should not be overlooked 
that many of the matters upon which stockholders vote are not 
necessarily complicated. Stockholders will make mistakes, but 
so does management and not infrequently. If the stockholders 
do not desire to mortgage, sell or lease the property, to increase 
the compensation of the officers or provide a bonus system for 
them, to dissolve the corporation, to consolidate with another, 
to place a preferred issue ahead of the common, to pay a stock 
dividend, etc., it is conceivable that the stockholders may be more 
correct than management in the long run. Unless the manage- 
ment possesses a majority of the stock, it is the stockholder’s 
company rather than the management’s. Even if the reverse is 
true, there still seems no good reason why the minority holders 
should not vote or express an opinion. 


CONCLUSIONS 

Centralization of control—It may also be argued that all the 
hullabaloo raised about nonvoting stock and the restriction of vot- 
ing control is highly unrealistic. It goes to the form and not to the 
substance of the matter. Control of a corporation is and always 
has been a question of fact. It is often not even a question of own- 
ing a majority of the capital stock. It has been said repeatedly 
and probably correctly that much less than a majority is sufficient 
effectively to control a large corporation. 

According to this view, the use of nonvoting stock merely 
recognizes a practically existing situation. Many preferred issues, 
for example, represent but a small proportion of the total number 
of shares. The same may be true of any nonvoting common issue. 


53 “On the other hand, it [the voting proxy] may so unjustifiably impede man- 
agement as to be much more detrimental to the stockholders’ interest than an 


advantage” (Landis’ letter of January 25, 1935). 
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In such cases, therefore, the possession of full voting rights by 
such stock would still give these shareholders only a tithe of the 
voting control at best. Under normal conditions of successful 
operation the controlling interests will be able to control the af- 
fairs of the corporation just as effectively with all the stock full 
voting as they would were much of it nonvoting. Also this is like- 
ly to be true even though the controlling interests may own much 
less than a majority of the shares. 

The chief criticism of this theory lies in the fact that the use of 
nonvoting stock vests permanently in a given class or group the 
control of the corporation’s affairs. The more or less passive atti- 
tude of the great bulk of stockholders with regard to the manage- 
ment of the corporation is one which usually continues only so 
long as the corporation pays dividends and no longer. Few share- 
holders manifest indifference to the corporation’s management 
and business when dividends fail; many, if not most, acquire a 
lively interest therein. But, if their stock has no voting power, 
there is no way by which their newly acquired or revived interest 
can be transmuted into effectual action. As long as the manage- 
ment of the corporation is satisfactory or, perhaps more accurate- 
ly, is able to pay dividends (although the two are by no means 
identical), it makes little difference whether all the stock is full 
voting or the bulk of it nonvoting. But this obviously ceases to 
be true whenever management fails in these respects, regardless of 
whether the fault is that of the management or arises out of un- 
foreseen conditions over which management has no control. Even 
then, if the management actually owns a majority of all the stock, 
it makes no difference that all the stock is full voting. It remains 
practically as impossible to unseat the management as it would be 
were all the stock nonvoting except that held by the management. 

Inefficacy of equal voiing stock.—To make all stock full voting, 
therefore, is advantageous chiefly when the managerial control 
represents substantially less than the majority necessary for legal 
control. As this is probably the situation in the great proportion 
of large corporations, it may be conceded that the use of strictly 
nonvoting issues tends to make possible perpetuation of bad man- 
agement to an extent impossible were all the stock full voting. 
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Even so, the mere fact that all the stock is full voting is neither an 
adequate nor an efficient protection. In the event of dissatisfac- 
tion and the development of a contest, the management with less 
than legal control always starts with the advantage of a consid- 
erable nucleus of the voting control which may run anywhere from 
10 per cent up. To this must be added possession of the list of 
stockholders, the advantages of organization, and the facilities 
of the corporate mechanism in securing support. The malcon- 
tents, as a rule, control a much smalier proportion of stock at the 
outset, are unorganized, and possess none of the advantages of 
the management, financial or otherwise, in their contest. 

Although none of the arguments in favor of strictly nonvoting 
stock, therefore, can be regarded as impressive, those in favor of 
share-for-share voting issues as such are none too persuasive. It 
may, no doubt, be conceded that strictly nonvoting stocks are un- 
desirable and should be prohibited. They tend inevitably to in- 
crease concentration of voting control and to accentuate further 
an already too extensive divorce of ownership and management. 
Stock is, after all, stock regardless of false mustaches, and the 
right to vote is one of the inherent rights of stockholders. Al- 
though the law has made it possible not only to abridge but in 
some cases to destroy this right as to certain classes of sharehold- 
ers, it is doubtful whether a sound public policy should ever permit 
it to be completely contracted away. 

On the other hand, the undesirability of completely nonvoting 
stock does not prove that the problem of voting control will be 
solved merely by making all stock equal share-for-share voting. 
As already implied above, concentration of voting control is not 
peculiar to corporations with nonvoting issues. It has probably 
existed for years, even decades, in numerous corporations where 
all stockholders exercise full voting rights share for share with 
every other share. It was this situation which led the writer in 
his 1926 study of voting rights to urge strong contingent or vari- 
able voting stocks as at least a partial solution of the problem of 
voting control.* 

54 Stevens, “Stockholders’ Voting Rights and Centralization of Voting Control,”’ 
op. cit., pp. 388 ff. 
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Variable versus equal voting stocks —On the whole it is quite 
probably less important that all stockholders possess full or equal 
voting power than that minority or restricted voting shareholders 
possess voting rights which can be expeditiously and effectively 
exercised whenever conditions develop which appear to be detri- 
mental to the interests of the corporation, its shareholders, or any 
class of them. As already indicated, full voting rights are no pro- 
tection where the management or any particular interest has the 
voting and legal control through ownership of a majority of the 
voting stock. Frequently it is inadequate protection against con- 
centrated voting power where this power represents much less 
than a majority of voting shares either owned outright or other- 
wise controlled. Share-for-share voting stock, therefore, even 
though bolstered by cumulative and multiple voting may fall 
short of variable voting stock as a mechanism for prompt and 
effectual readjustments of the corporation’s methods, practices, 
and management. This is not intended to imply that the existing 
characteristics of all variable stocks are such as to enable them so 
to function. But their deficiency in this respect is not a defect in 
the principle involved but merely in the mechanics of the con- 
trols and the conditions governing the shifts between classes. 
Moreover, the principle involved is as applicable to initially share- 
for-share voting issues as to stock partially or entirely nonvoting, 
either common* or preferred. 

Desirable requirements for variable voting stocks.—To be effec- 
tive, however, it is necessary that the voting control provisions 
shall be drawn with reference to producing the effective readjust- 
ments suggested. This would apparently require “strong” varia- 
ble voting stocks conforming with the following three require- 
ments :* 

1. The contingencies upon which the voting rights shift should 
be designed to insure conservative management as well as to pro- 


ss Cf. Barnsdall Corporation Class B nonvoting with certain exceptions but en- 
titled to vote share for share with Class A upon the failure of dividends for twelve 
months (A-5209). 

56 Cf. also Stevens, “‘Stockholders’ Voting Rights and the Centralization of Vot- 
ing Control,” op. cit., p. 380. 
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tect specifically the interests of any partially or wholly nonvoting 
issue or share-for-share voting issue hopelessly in the minority. 

2. The shift in voting rights should become effective prompt- 
ly. 

3. The voting power transferred on the shifts of control should 
be sufficient to permit comprehensive changes in both policies 
and management.’’ 

Most of the variable voting preferreds listed on the New York 
Stock Exchange fail to meet satisfactorily these criteria. With 
regard to the first point Table 5 shows that only one event pro- 
duces changes in voting control in any significant proportion of 
variable voting preferreds. This is the nonpayment of the pre- 
ferred dividends. Failure to maintain certain net asset or net cur- 
rent asset positions or sinking-fund payments are specified in 
small, though appreciable, proportions of cases, and there is a con- 
siderable variety of miscellaneous types of provisions. Shifts in 
control based on the failure of earnings to reach a specified level, 
as in the debenture issues of General Motors and Du Pont, are 
comparatively rare. As pointed out in the writer’s earlier study of 
this subject, earnings failures are, in principle, a much more de- 
sirable basis for variability of voting control than are dividend de- 
faults. Dividends must, of course, be supplied from profits, but 
they are sometimes paid when earnings are declining or have 
perhaps completely failed. Voting controls based on dividend 
defaults, therefore, become effective only after the damage has 


been done. 


s7 In a recent brilliant address, S.E.C. Commissioner Jerome Frank, apparently 
approving of variable voting stocks, says that “‘all corporate charters could be made 
to provide, that in the event of a failure to pay dividends on preferred stock for a 
given period, the voting power shifts and is restricted to that preferred stock” 
(“Too Much Interest in Interest” before the National Association of Security 
Commissioners, September 22, 1938, p. 7). This is inadequate, at least in the 
opinion of the writer. All three of the general principles stated in the foregoing 
text must be incorporated in variable voting issues if they are to make their maxi- 
mum contribution to the solution of the voting control problem. It may also be 
pointed out that to make the preferred exclusive voting is to make the common non- 
voting. If the undesirability of nonvoting “rights” is conceded, there is theo- 
retically the same objection to this as to making the initial status of the preferred a 
nonvoting one. Also the principle of variability is equally applicable where the cor- 
poration has two or more classes of common. 
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Changes of voting control based on failure of earnings might 
therefore well be incorporated in all variable voting issues either 
as a substitute for or in conjunction with dividend default con- 
tingencies. In addition, a variety of other bases for changing the 
voting control might properly be developed in line with securing 
conservative management. For example, the control might change 
(a) when the surplus falls below an amount equivalent to specified 
dividends on preferred common or both, (5) when cash or liquid 
assets and surplus fail to equal similar specified dividend require- 
ments, (c) when the current ratio falls below, say, 2 to 1 or 3 to 1 
excluding inventory, and (d) when cash falls below specified ratios 
to total current assets and to total current liabilities. 

With respect to the promptitude with which shifts in voting 
control become effective, the indicated situation is somewhat bet- 
ter than with regard to the contingencies causing the changes. 
There are many cases where default of dividend for only one or 
two quarters is specified. The number of these issues, however, is 
greatly outweighed by those requiring four quarterly periods and 
one- and two-year defaults, and there are cases where a five-year 
default is specified. In his earlier study of this subject the writer 
called attention to the fact that the words “consecutive”’ or “suc- 
cessive’’ were frequently inserted preceding the word “quarterly” 
or “‘years.”’ In other words, the control shifts on the default of 
dividends for two, three, or four “‘consecutive”’ quarters and not 
for two, three, or four quarters.5* In this type of issue it is obvi- 
ously possible for an indefinite number of defaults to occur with- 
out any change in the voting control. Where four consecutive 
quarterly periods are specified, there need be no change of control 
so long as one quarterly dividend per annum can be squeezed out. 
When the defaults specified are for periods of years and these are 
made “consecutive” or ‘“‘successive,’’’® variable voting ceases to 
be of much practical significance or importance.” 

s* For names and description of these issues see Stevens, ‘Stockholders’ Voting 
Rights and the Centralization of Voting Control,” of. cit. 

59 Cf., e.g., Wheeling and Lake Erie preferred requiring defaults for five consecu- 
tive years. 


6° The New York Stock Exchange has recently taken cognizance of the use of this 
term as is indicated by a recent circular of Certainteed Products Corporation as 
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The character of the subsequent voting controls presented in 
Table 5 leaves a good deal to be desired. Too many nonvoting 
issues merely restore full voting rights even though exclusive 
voting control or exclusive or majority controls of the directorate 
apply to nearly 50 per cent of the total subsequent controls and 
to more than 40 per cent of the subsequent controls of the non- 
voting group. 

As indicated in a preceding footnote, an exclusive subsequent 
voting control leaves the remaining variable stock issues in a 
strictly nonvoting status. If the subsequently exclusive voting 
stock was completely nonvoting in its initial status, this may 
seem justifiable. In this writer’s view, however, complete non- 
voting is probably undesirable in both the initial and the sub- 
sequent status of variable stock. 

In summary the foregoing discussion would seem to indicate 
the desirability of further developments along the following 
lines: 

1. The elimination of all purely nonvoting issues and more 
general use of share-for-share voting rights. 

2. The further development of strong variable voting controls 
where there are two or more classes of stock, such controls to be- 
come effective promptly upon failure either to observe reasonably 
conservative standards of management or to produce revenues. 

3. The extension of the voting proxy system to all corporations 
regardless of whether there is more than one class of stock or not 
and possible future inauguration of mail balloting. 


follows: ‘““The proposed change . . . . was requested by the New York Stock Ex- 
change. If the proposal is adopted, the voting rights of the preference stockholder 
will arise whenever the corporation is in arrears in the payment of six quarterly 
dividends . . . . whether or not the quarterly periods . . . . were consecutive. Under 
the existing charter the right of the preference stock to vote for directors arises only 
after default. ...for eight successive quarterly dividend periods” (Commercial 
and Financial Chronicle, CXLVI, 2036). 





PRODUCT TESTING AND ITS VALUE 
TO BUSINESS 


DONALD R. G. COWAN’ 


OR many years manufacturers’ mistakes in producing mis- 

fit and derelict products received comparatively scant 

attention. Rapidly expanding markets, which made pro- 
duction of paramount importance, readily absorbed almost any 
product. It seemed that the manufacturer could decide, within 
limits, what consumers should buy. But in final analysis con- 
sumers individually and collectively have always decided at 
what price and in what quantity a product may be sold to them. 
Now, barriers to foreign trade, slackening expansion of the 
domestic market for many products, and continuing pursuit of 
mass-production methods make it most important for the manu- 
facturer to know exactly what people want and how best to satis- 
fy them. Furthermore, new inventions and advertising cam- 
paigns are steadily creating new desires and preferences in the 
consumer’s mind, and new competition for the consumer’s dollar 
is a continual threat to profit margins. The modern manu- 
facturer must study consumer desires as never before if he is to 
know what, how much, and at what price he can sell. 

The profits to be made and risks to be borne by striving to 
keep ahead of competitors in product development and improve- 
ment have impelled many leading concerns to adopt methods of 
keeping adequately informed on market tendencies. For example, 
Swift and Company has long maintained in its organization a 
market-research staff, one of whose functions it is to investigate 
and to keep the company’s production and sales executives 
informed of changes in consumer preferences. Under the guid- 
ance of this staff, information has been obtained from nearly 
one hundred thousand consumers regarding the flavor, aroma, 
texture, appearance, or tenderness of a great variety of foods 

* Mr. Cowan is chief statistician in the commercial research department of Swift 


& Co., Chicago. 
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such as ham, bacon, lard, shortening, butter, cheese, sausage, 
meat specialties, and many others. In one instance it was re- 
vealed that a comparatively new product was less pleasing to 
consumers than other competing brands. After discovering the 
reasons, changes were made in the color, texture, and flavor 
which not only caused it to be preferred by consumers in sub- 
sequent tests but also reduced its production cost. Since that 
time the sales of the improved product have rapidly increased. 
In another case it was discovered that the housewives’ inability 
to keep a bulky package in a small mechanical refrigerator was a 
serious limitation on the product’s sales. These studies reveal 
the gradual changes taking place in consumer tastes and fancies 
and enable the company’s chemists and production managers to 
design new products and to modify those already being marketed 
so as to satisfy demand more completely. 

Various methods of obtaining consumer market information 
have been adopted by such organizations as General Motors, 
General Foods, Kroger Grocery and Baking Company, Armour 
and Company, Dupont, Bakelite, Ralston Purina, Borden’s, 
Goodyear Tire and Rubber Company, Standard Oil Company of 
Indiana, and others. Ordinarily, there are the common house- 
to-house or shop-to-shop surveys by trained investigators, who, 
in a conversational manner and without bias, obtain important 
information regarding brands bought, prices paid, and their de- 
sirable and undesirable characteristics. These are the methods 
commonly used by many firms and by advertising and consulting 
agencies, and there can be no question regarding the valuable 
information provided by them. They, of course, must be properly 
conducted, preferably by market-research experts rather than 
by salesmen, who usually are unable to avoid suggesting ideas 
and answers in their customary promotional manner. 

While not detracting from the value of these surveys, the 
writer desires to stress the importance of the direct testing of 
products by consumers, partly because of its newness in market 
research, but principally because of the peculiarly basic in- 
formation thus obtained. It reveals the characteristics of prod- 
ucts which consumers like or dislike in comparison with compet- 
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ing products. To a business concern nothing can be of greater 
importance than to know that its promotional effort is not handi- 
capped by an inferior product or one not adapted to the market 
being exploited. A car, for example, may have too many gadgets, 
free wheeling being a conspicuous example. The customer- 
research division of the General Motors Corporation has had 
marked success in predetermining the accessories and styling 
preferred by car-owners. In streamlining, for instance, they 
avoided the extremes adopted by competitors which engineers 
indorsed because of superior aerodynamics but which failed to 
win approval. 

The common practice in many companies is for a committee or 
panel of executives to inspect their own products from time to 
time and compare them with those of competitors. The presump- 
tion that such a committee may know what consumers prefer in 
a food product is often erroneous. The production man on the 
committee has built his own ideas into the product for so many 
years that even in the dark he could pick out his own creation 
and quite honestly vote it to be the best because it satisfied the 
requirements which he believed buyers wanted. For instance, he 
may prefer a pronounced flavor, not realizing that consumers 
have gradually turned to milder flavors since the time when he 
was a younger, more disinterested consumer. Again, the chemist 
is unable to disassociate consumer reactions from his chemical 
analyses and combinations and may believe that the ice-cream 
containing the highest percentage of butter fat is the one which 
consumers must prefer. Similarly, the operating man minimizes 
the importance of points of superiority in a product, especially 
if they necessitate a considerable increase in manufacturing 
expense. No matter how important are the executive positions 
held by various members of the committee, their senses of taste, 
smell, hearing, and sight vary in keenness. 

In determining the acceptability of taste and aroma of foods, 
the suggestion has been made that judges be selected who have 
average “thresholds” of taste. Discovery of these may be ac- 
complished by serving them with increasingly concentrated solu- 
tions of caffeine for bitterness, sodium chloride for saltiness, 
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sucrose for sweetness, tartaric acid for sourness, glutamic acid 

and monododium glutamate for mixed tastes, and asking them to 

indicate the points of minimum taste perception and maximum 
satisfaction. In one such test, a wide variation in judgment was 
found, and some interesting conclusions were reached. 

1. Judgment on taste is usually influenced by smell. 

2. Some people have lower thresholds of taste, or, in other words, perceive 
lower intensities of flavors (or aromas) and are sensitive to more delicate 
flavors. 

. People who are able to detect more delicate flavors have, as a genera] 
rule, lower points of maximum satisfaction. That is to say, persons who 
are sensitive to the most delicate trace of sweetness will reach the point 
of maximum pleasure with less sugar used in their coffee. Two spoonfuls 
of sugar will make coffee distasteful for some people. 

. When a small number of judges are used, those possessing average thresh- 
olds of taste seem to be the most reliable and probably represent more 
nearly consumer preference. Those with extremely low thresholds seem 
to be more erratic in their judgments. Those with high thresholds may 
be unable to detect any real differences. When judges having high or 
low thresholds of taste are used, they should have equal representation in 
every group and every series of tests, if series are to be compared. 


Besides the variations in sense perceptions indicated by this 
and similar experiments, there are other reasons why it is desir- 
able to obtain the judgment of large numbers of people selected 
on the basis proposed or merely at random from various classes of 
consumers. Trained judges tend to acquire more acute senses of 
taste, smell, and sight. Furthermore, repeated testing may 
develop a familiarity amounting to a preference for one combina- 
tion of characteristics as against other combinations. For in- 
stance, the repeated testing of Products 1 and 2, Products 1 and 3, 
Products 1 and 4, etc., may gradually build up a greater per- 
ception of Product 1 and confusion of the others. This bias in 
judgment, which grows gradually as a company’s product is com- 
pared with competitive products, makes commercial decisions 
valueless and should be avoided. 

Selection of a few judges on the basis suggested presupposes 
that they have been chosen from a large number of people whose 
average points of taste perception and maximum satisfaction have 
been determined in advance. If, in the same person, the points 
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of perception and maximum satisfaction differ on sweetness, 
sourness, bitterness, and saltiness, a great many more judges 
may be required. Composite flavors would necessitate a still 
larger number as a basis for dependable conclusions. Further- 
more, conclusions based on aroma and appearance, as well as on 
taste, would require an additional increase in the number of 
testers. It would seem preferable, therefore, to use as testers a 
sufficiently large number of consumers drawn from classes com- 
prising the market for the product. In so doing the differences in 
perception and maximum satisfaction will tend to average out and 
the true consumptive demands will be reflected. 

But even the selection of a large group of consumers for the 
purpose of testing products must be made with considerable care. 
For instance, well-to-do classes are likely to be more accustomed 
to perceiving delicate and varied flavors, aromas, and colors. Poor 
people are likely to be at the opposite extreme, while the middle 
stratum of consumers may provide more dependable results. 
Here, again, there is the qualification that the product itself may 
be designed to sell to a wealthy group, a middle group, or a poor 
group. Tests show that age may also have marked effects. 
For dependable conclusions, therefore, it may be desirable to 
select testers at random from among groups destined eventually 
to exert their preference over the retail counter for products 
possessing certain characteristics. 

The general characteristics and use of products determine the 
practical methods by which the expression of consumers’ opinions 
may be obtained. Because of the expense involved, it would be 
highly impractical for the customer-research division of the 
General Motors Corporation to provide even a select group of 
people with various makes, shapes, and types of cars in order to 
obtain individual comparisons of performance and appearance. 
Instead, they must analyze the limited experience of car-owners 
and their observations and impressions of other cars on the road. 
Accordingly, a large sample of the automobile public must be 
consulted by mail in a skilful manner. State registrations of 
automobile-owners and the present makes and types of cars 
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being driven by them provide an enviable bas is for a sample mail- 
ing list. 

When home use is necessary, such as in testing cooking fat, 
salad dressing, canned soup or beans, soap, cleanser, or water 
softener, it is preferable to make arrangement in some way other 
than by ringing doorbells. The officers of a women’s organization 
may sponsor the test in a preliminary announcement to members, 
and, with a minimum of wasted effort, the investigator may call 
at the homes to deliver the product and explain the required 
procedure. Usually compensation for making the product com- 
parisons is unnecessary beyond a free supply of the products 
being studied. The Kroger Food Foundation gives a Christmas 
gift to its numerous home testers in many cities. However, a 
small donation to the treasury of a women’s organization, pro- 
portionate to the number of members completing a test, will often 
cause nearly a 100 per cent response within a specified time. When 
comparisons of an extensive nature are necessary, such as in 
cooking and baking, a small gift to each home may be advisable 
for obtaining good-will and maximum results. It is worth noting 
that, in home tests, it is possible to obtain the opinion either of 
the family as a unit or of individual members—men as well as 
women, and children as well as adults. 

If use in the home is not important and the questions concern 
the taste, aroma, and appearance of finished products, results 
may often be obtained more promptly by arranging for compari- 
sons at meetings. For example, two foods may be compared at a 
women’s luncheon. When a manufacturing plant is open to pub- 
lic inspection, it is even more expeditious to ask visitors to pass 
judgment on products. As a creator of good-will, such tests are 
impressive evidence of a company’s desire to make its products 
according to the public preference. From a technical standpoint 
the conditions surrounding group tests are usually better known, 
more uniform, and more easily controlled than those performed 
in homes by individuals or families. By contrasting the tests 
made by different groups such as rich and poor, men and women, 
old and young, etc., valuable information may be developed. 

When it is necessary to collect information by mail, elaborate 
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instructions are often required in order that the conditions under 
which the tests are conducted may be uniform. For instance, in 
testing salad dressing it is necessary that the product be used in 
the same way, or ways, in every instance, such as on lettuce or 
in sandwiches. These instructions must be clear and must be 
accompanied by a letter stating the purpose and arousing the 
interest of each tester to the point of willingness to co-operate. 
Such difficulties are not so troublesome when it is possible to test 
the product in group meetings because verbal instructions may 
be given effectively and supervision may be exercised. 

The experience of the General Foods Corporation and others 
seems to indicate that the repeated seeking of opinions about 
radio programs, advertising themes, and product characteristics 
from the same consumer juries tends to develop a professional 
attitude in some individuals and a careless, irritable, or non- 
co-operative mood in others. As a precaution against this, com- 
parisons should not be requested too frequently, and new groups 
of consumers should be brought into each test. The spontaneous 
reactions of amateurs reflect market preferences more accurately. 

One fundamental principle in all these tests is that of com- 
parison. When one product is used and the simple question is 
asked, “Do you like it?” the easiest, most courteous answer is 
““Yes.”’ If, however, a comparison with some other product is 
expressed or implied, more accurate results will be forthcoming. 
For this reason students of automobile styling have found it 
advantageous to show contrasting fender, hood, and radiator 
designs and to obtain choices between them. Again, two food 
products may both possess a pleasing taste, but, when contrasted, 
one is preferred. The same principle of relativity applies in ob- 
taining information regarding the most desirable shapes and colors 
of packages. 

The number of questions to be asked about a product depends 
upon whether specific characteristics need to be compared or 
whether the expression of an over-all choice of products is suffi- 
cient. Each detail about a car may be important in redesigning 
it. Consequently, the questionnaire about “your car as you would 
build it” must contain many pages of illustrations and questions 
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regarding the hood, engine ventilation, luggage space, streamlin- 
ing, color, chromium, wheels, seats, floor tunnel, steel top, no- 
draft ventilation, knee action, radiator, brakes, engine, starter, 
and choke. In other products it may seem necessary to inquire 
about those characteristics which may appeal to the different 
senses such as appearance, aroma, taste, and texture. However, 
the product and the circumstances necessitating such elaborate 
information may be exceptional. Detailed comparisons should 
be avoided as far as possible because they often direct attention 
to certain characteristics which would pass unnoticed in ordinary 
circumstances but which are assigned undue importance under 
the conditions surrounding such a test. Experiments indicate 
that differences may be imagined when, in reality, they do not 
exist. 

Better judgment as to which of two products is preferred may 
be obtained by asking the following three direct questions: 
(1) In your opinion is there a difference between these products? 
(2) If so, which one do you prefer? (3) Why? The first question 
restrains the tendency to search for minute points of contrast 
and gives an opportunity to indicate the lack of a significant 
difference. The second question brings out the general preference. 
The third invites the tester to give reasons for his choice, and, in 
doing this, he records both his favorable and his unfavorable 
impressions. By tabulating these for all voters, the relative im- 
portance assigned by voters to the various product characteristics 
may be determined. 

Frequently important features of a product are revealed which 
were quite unknown before and which may be either desirable or 
undesirable. In one instance, it was discovered that a food prod- 
uct, made by an unusual process, left the impression of being 
poor in quality when in contact with the tongue. Subsequent 
tests showed that, when the process was changed, the product 
assumed the position of high esteem warranted by the excellent 
ingredients which it has always contained. 

For dependable results it is important that each tester make 
his choice independently of others and without being influenced 
by them in any way. It sometimes happens that, when products 
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are being compared by a group of people, one outspoken tester 
may influence the decisions of others and invalidate the results 
by calling out, “I like No. 1. Doesn’t it have a delicious flavor!” 
In order to avoid this possibility, it is often advisable to shuffle 
the sample numbers in such a manner as to make it practically 
impossible for different testers to compare their impressions. The 
samples of product No. 2 given to different testers may be 
designated by such numbers as 248, 562, 962, 724, 426, etc., the 
numeral 2 being common to each. Similarly, No. 3 may be desig- 
nated as 763, 376, 384, 399, 436, 493, etc. This method is most 
effective when products are similar in appearance. 

Other circumstances may also give rise to biased results. In 
describing how to make a test before a group, an enthusiastic 
member of a sales or production department is likely to announce, 
“This sample is made according to our new formula.’’ The trained 
research man will endeavor to avoid any statement or occurrence 
which will help testers to identify one product in comparison with 
another and to avoid a situation in which the tester feels impelled 
to reward progressiveness by voting for a new product. 

The major result of a test may take the form of such a state- 
ment as follows: “Out of 313 testers, 62 per cent preferred 
product No. 1, 36 per cent preferred product No. 2, and 2 per 
cent could see no difference.”’ As a reflection of consumer opinion, 
the reliability of this result depends upon several factors. If the 
preferences for a product vary between different sections of a 
market, the testers should adequately represent these sections. 
Middle-class groups of testers, while more earnest and dis- 
criminating in making comparisons than either low- or high- 
income groups, may not always reflect the latter’s preferences. 
In this connection the degree to which a product is universally 
used is important. 

Again, the size of sample necessary for stable results depends 
on the contrasts in the products’ characteristics and on the 
number of testers. Reactions will be more reliable if the products’ 
characteristics are very noticeable. When a fine distinction in 
taste, color, smell, or touch is being examined, results should be 
based on a larger number of people. Hence, the chance of a similar 
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group of testers giving different results rests on the difference 
between the percentages of testers favoring the two products 
and the number of comparisons made. In the previous example 
the chances are 100 to 1 that the real advantage of product No. 1 
over product No. 2 is at least 8 per cent. Many a business con- 
cern would be glad to know that, according to the judgment of 
customers, its product had a superiority over a competitive 
product of at least 8 per cent and probably more nearly 25 per 
cent. 

When a product’s superiority is less pronounced, it is necessary, 
of course, to base conclusions on a great many more tests. On the 
other hand, the required number of tests may be much reduced 
when a manufacturer is willing to risk a greater error in results, 
such as a 1 to 10 instead of a1 to 100 chance. From this it follows 
that the number of testers required for acceptable results may be 
approximated by using the results of preliminary tests to esti- 
mate the probable superiority of one product over another, and by 
deciding upon the permissible error in advance. 

It is always worth while to pay attention to the consistency of 
the results from successive tests as they are made because they 
comprise the components of the final results. Repeated tests 
should be made with new groups until the accumulated results 
are stable. Consistency may also be judged in more elaborate 
tests by logical relationships. Suppose that, in order named, 
Products A, B, and C differ only in sweetness. If tests show Prod- 
uct B is regarded as better than A, and C is preferred to B, then 
C should logically be better than A, and a consumer comparison 
of C and A should turn out this way. On the other hand, when 
the three products represent different combinations of sweetness 
and other characteristics, it may be quite logical for A to be pre- 
ferred to C. 

Consistency from time to time also is important. For example, 
the repetition of comparisons in two products two years apart 
have led to the same conclusions, although consumer groups 
were not the same in the repeated experiments. Of course, when 
months or years intervene between tests, caution is necessary 
in order to distinguish inconsistency from more or less rapid 
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changes taking place in consumer preferences, such as the recent 
shift from mayonnaise to salad dressing or recurring cycle in 
clothing styles. 

Sometimes it is desirable to determine the proportion of the 
testers who imagine differences to exist between products. This 
may be done by supplying a limited group of people with two 
samples of the same product and asking them the same questions 
put to testers in comparing two different products. The per- 
centage who imagine a difference may be used to interpret the 
results of the main tests. In one instance 30 per cent could not 
distinguish between identical samples, while only 5 per cent could 
find no point of distinction between different samples. 

The analysis of the reasons given for preferring one product 
instead of another is one of the most fruitful sources of knowledge 
regarding consumptive habits and trends, especially when jointly 
coupled with supplementary information. For example, it was 
determined several years ago that an ideal salad dressing should 
possess the following characteristics: (a) fresh appetizing aroma, 
without oily smell; (b) rich and creamy appearance, but not too 
yellow or glossy; (c) a heavy consistency rather than thinness; 
(d) an appetizing flavor, perfectly blended; (e) tastiness and slight 
tartness, without being overtart or overspicy; and (f) ability to 
add zest to vegetable salad and to blend with fruit. 

In such analyses it is important to rank the characteristics of 
products in accordance with their appeals to the different senses. 
As an illustration, nut butter possessing a smooth, nongranular 
texture, in which the component oils and solids do not separate, 
appeals to the senses of touch and sight because of softness and 
spreading qualities. On the other hand, coarse nut granules in 
some makes of nut butter tend to separate from the oils and settle 
to the bottom, but, when the granules are crushed by the teeth, 
a stronger nut flavor is tasted. For a majority of people stronger 
flavor is preferred to smoothness, but the large minority favoring 
the former provides a substantial market for the easy-spreading, 
milder type, especially when the competitive situation is con- 
sidered. Similarly, the appeal of tenderness in ham is greater than 
the flavor when a choice must be made or when flavor must be 
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sacrificed in order to provide tenderness; but the ham which pro- 
vides both tenderness and flavor is indeed fortunate in its appeal 
to the senses of both touch and taste. 

Valuable information may be derived by classifying prefer- 
ences and supporting reasons according to the age, sex, and other 
characteristics of testers. This has revealed a general tendency for 
the present generation to prefer mild, delicate flavors in foods. 
However, there seems to be a pronounced difference in the taste 
preference of old and young people. Children and young people, 
for instance, are the main consumers of dark-chocolate confec- 
tions, while older people prefer milder chocolate flavors. In de- 
termining these conflicting tendencies on the part of different 
consumer groups, it is important that the number of testers in 
each group be sufficiently large to justify conclusions. In other 
words, the number of people necessary to establish a difference in 
preference on account of age must be as large for each age group 
as would be necessary to establish a general preference. As a 
consequence, the establishment of contrasting group preferences 
is more expensive but may be justified under particular circum- 
stances. 

A distinct advantage is to be gained in relating product studies 
to other types of market research, especially brand standing 
among dealers and consumers. For example, a company operat- 
ing in an older section of the United States distributes a product 
which, according to recent dealer and consumer surveys, con- 
tinues to hold the dominant position gained by long-sustained 
effort. However, improvements in competitors’ products raised 
the question whether the old brand retained its lead because of 
superior quality or merely because of conservative buying habits 
tantamount to prejudice in its favor. With brand labels omitted 
in order to neutralize this influence, extensive product compari- 
sons were conducted among consumers in the same market. Only 
one-quarter of the votes favored the old product, and, because of 
this, it was decided to offer buyers the choice between it and an 
improved companion product under the same label and to shift 
advertising and promotional expenditures to the latter in order to 
convert consumers to its use. 
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These tests may also be applied in advertising research. Not 
only do they provide fresh material for building advertising 
themes but they also enable the choosing of colors, shapes, and 
other designs for packages. In one instance rather ingenious 
tests were made to learn whether consumers preferred a colorless, 
or a transparent colored, wrapper around a product. On the 
average, two-thirds chose the colorless wrapper because the 
colors distorted the natural appearance of the product. The 
minority ranked the colors in the following order—purple, red, 
green, and blue. On a different product the choice might have 
been entirely different. Packages may be compared directly for 
general utility, while their value in preventing deterioration of 
goods may be determined by contrasting the quality of a product 
as it leaves the factory and as it reaches the final buyer. 

Many other illustrations of the value of these tests in the differ- 
ent aspects of sales planning and promotion might be given. 
Following is a summary of the major uses for the information 
gained: 


. To improve the products in accordance with market preferences 

. To keep abreast of changing preferences 

. To add the “frills” to a product which consumers want and to eliminate 
and avoid those which are unessential or “not worth the money” 

. To supply selling arguments for the sales organization to use 

. To determine how far economy in ingredients may be practiced while 
maintaining or increasing the consumer preference for the product 

. To find the most effective advertising appeals regarding the product’s 
qualities 

. To direct effort toward special groups of buyers 

. To determine how much of the trade preference for a particular product 
is inherent quality and how much is due to past and present selling effort, 
thus obtaining a clue to the amount of advertising and selling necessary 
for promotion of a new product 

. To give new confidence to the selling organization through proof of 
product superiority 

. To avoid lavish selling and advertising expense in a futile effort to pro- 
mote sales when the product’s characteristics are at fault 

. To aid in pricing a product in accordance with the possibilities of prefer- 
ence for it rather than in accordance with cost of production 

. To aid in devising packages having both practical and aesthetic appeals 
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As a tool in business management, product testing by con- 
sumers is still in its infancy but promises to grow as its value 
becomes known. While some goods may not be adapted to such 
direct comparisons, there are hundreds of products and brands 
to which the tests should be applied without delay. Even pro- 
ducers of certain industrial goods, sold by one manufacturer to 
another, may gain by an adaptation of the method. 

In most instances the expense involved is small. The chief 
limiting factor is competent research help to conduct the com- 
parisons in such a manner as to provide the largest amount of de- 
pendable information. The degree to which this need is met in- 
fluences the results tremendously. Although it is impossible to 
estimate the monetary value of product testing with any degree 
of accuracy, improvements resulting from it may increase realized 
prices and reduce selling expenses for many years. In short, it 
can be the determining factor in a company’s ultimate success. 








GRADUATE EDUCATION IN HOSPITAL 
ADMINISTRATION, 1934-37" 


GERHARD HARTMAN 


URING the last three academic years an experimental 
course in hospital administration has been offered at the 
University of Chicago. When plans for this course were 

considered it was decided that only graduate students be ac- 
cepted. It was thought that a general cultural course as repre- 
sented by the Bachelor’s degree or Doctor’s training as repre- 
sented by the Doctor of Medicine or Doctor of Public Health 
constituted background preparation valuable for any specialized 
work and that students lacking this fundamental requirement 
were generally too young and immature to make conclusive de- 
cisions concerning their careers. Too, the prospect of employ- 
ment for persons moving directly from undergraduate training 
to any but minor administrative positions is remote and the diffi- 
culty of evaluating, under the best of circumstances, the tempera- 
ment, aptitudes, and emotional characteristics of students wish- 
ing to enter this field is great. It was further felt that many 
persons possessing undergraduate training had had some experi- 
ence in managing people and thus had had an opportunity to 
display, to some extent, their capacities for leadership. 

A varied group, numbering not more than eight and comprising 


* Progress report on the experimental course in hospital administration, the 
University of Chicago and the American College of Hospital Administrators in co- 
operation, 1934-37, prepared for the Administrative Committee of the Hospital 
Administration Course (William H. Spencer, Dean of the School of Business; 
Edith Abbott, Dean of the School of Social Service Administration; Arthur C. Bach- 
meyer, M.D., Director of the University Clinics, Associate Dean of Division of 
Biological Sciences, Director, Hospital Administration Course) by Gerhard Hart- 
man, Acting Executive Secretary, American College of Hospital Administrators, As- 
sociate Director, Hospital Administration Course. 

Acknowledgment should be made to the Julius Rosenwald Fund for its financial 
support of the course from 1934 to 1937. Since that time the Commonwealth Fund 
has supported the course and grants have been made whereby this support will be 
continued until October 1, 1939. 
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laymen, physicians, and nurses, was desired, as it was felt that 
the effectiveness of subject matter and methods of training with 
fundamentally different types of students with differing medical 
and nonmedical backgrounds could thus be more easily observed. 
Using such a small group would eliminate the pressure of numbers 
and would allow the individual planning of each student’s re- 
quirements. Because of the varied backgrounds of the students, 
individual planning of each student’s curriculum is necessary, 
and it is important that the instruction be sufficiently elastic as 
well as comprehensive to meet the particular needs of each stu- 
dent. 

On February 14, 1934, it was formally decided that the course 
be inaugurated and that certain points be considered in proceed- 
ing with it: first, that the course is experimental and should add 
no further burden to University budgets; second, that the pro- 
gram be kept at a high level and be concerned with the funda- 
mentals of organization and administration in their application 
to hospitals; and, third, that it would be appropriate to select a 
few outstanding persons in the field to come to the University 
of Chicago for special studies in the field of hospital administra- 
tion, organization, and management. 

As finally planned, the course was a joint project of the School 
of Business and the University Clinics, the students registering 
primarily in the former. The Julius Rosenwald Fund supplied 
the funds incidental to operating the course, plus those of scholar- 
ships during this three-year period. Tuition assistance was given 
in the cases of some laymen whose financial situation warranted 
it, and tuition and maintenance were supplied in the cases of a 
number of physicians, as it was felt that the latter group had 
already incurred extremely large expenses in obtaining their pro- 
fessional education. 






































BASIS OF SELECTION 

The course in hospital administration was opened to students 
who hold a Bachelor’s degree or the degree of Doctor of Medicine 
or Doctor of Public Health and who have the personal qualifica- 
tions necessary for success in administrative work. General in- 
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formation concerning the applicant’s educational and professional 
background was obtained from the customary application blank 
and references were evaluated critically. Whenever possible, stu- 
dents were interviewed by Michael M. Davis, Ph.D., course 
supervisor during this period, or by Dr. Arthur C. Bachmeyer, 
prior to acting upon their applications, but where this could not 
be done prospective students were generally directed to meet 
with a selected hospital administrator located conveniently close 
to their homes for an interview. The administrator, in turn, sent 
his impressions and reactions to the course supervisor. 


TABLE 1 


CLASSIFICATION OF STUDENTS ADMITTED TO HOSPITAL 
ADMINISTRATION COURSE 








CLASSIFICATION OF STUDENTS 





. Recent college graduates 

. Mature lay people (generally with 
hospital or health work experience) . . 
Physicians 

. Registered nurses 

. Others (public health work) 














Among the students admitted each year practically all had 
some previous association, and a few considerable experience, in 
hospitals. Classified according to educational background, the 
types shown in Table 1 were admitted each of the years. 

The staff felt some concern because of the small number of 
physicians who applied and who could meet the minimum require- 
ments for admission or who showed any promise of administra- 
tive ability. A few rejected applicants were graduates of class 
““C”’ medical schools. Some had physical defects, such as poor 
sight, which barred them from effective private practice and led 
them to believe that they might suceed in administrative work. 
Others were advised they would do well, in the financial sense, 
to continue their private practices in spite of the hardships of the 
depression, since they had made the necessary capital investment 
for office equipment and they also had family responsibilities. 
To permit them to enter upon study for hospital work at a time 
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when their funds were depleted and the available scholarships 
limited would have been unwise and unfair. One or two others 
were conspicuous failures in practice. 

Considering the personal appeal made by the course supervisor 
to medical school deans concerning senior students and internes 
who might be interested in following hospital work, the results 
were disappointing. This results, no doubt, from the fact that 
students in medical schools are thinking primarily of the practice 
of medicine and of rendering care to individual patients. They 
do not appreciate the significance or need for leaders in the fields 
which organize facilities and services to promote that care and 
have not been fully impressed with the advantages of employ- 
ment in this field. 

Only two people entered the University with the intention of 
enrolling in the course who, in the supervisor’s opinion, were not 
likely to succeed. One entered during the Summer Quarter of 
1937 and voluntarily retired within a week because of failure to 
adjust himself to academic activities. The second turned from 
hospital administration to another field. 

At the present time official action has been taken requiring a 
probationary period of three months (one quarter) in residence 
before the student can be accepted. In other words, continua- 
tion in the program beyond the first quarter in residence is con- 
tingent upon satisfactory performance during the first quarter. 


NATURE OF TRAINING 


Hospital administration involves business, medical, and com- 
munity elements. The business elements parallel those commonly 
found in other personal-service enterprises. The medical elements 
of hospital administration relate to the organization and co-ordi- 
nation of medical facilities and personnel—not to the direct care 
of individual patients. The community elements are exceedingly 
complex and are closely associated with the financing of institu- 
tions and problems of public relations. All these must be con- 
sidered in providing academic training for students specializing 
in hospital administration. 
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In appraising the applicability of University of Chicago courses 
in the School of Business and in the other divisions to the needs 
of students specializing in hospital administration, a brief state- 
ment of the content of the more important courses with an analy- 
sis of their value as shown by past experience is given below. This 
statement has been supplemented in Table 2, a summary of all 
the courses in which students enrolled. 

In interpreting Table 2, it will be noted when reading horizon- 
tally from left to right that most of the students tended to take 
courses of a basic but nontechnical nature, such as “Health In- 
stitutions and Services,” “Business Organization,” “Business 
Policies,” and “Business Law.” Among the technical courses 
taken most frequently were accounting, statistics, finance, per- 
sonnel management, medical lectures, and community organiza- 
tion. Examining the table and reading from top to bottom it is 
quite. evident that, while the course needs of the individual stu- 
dents were more or less homogeneous, a large variety of courses 
were needed either to make up deficiencies in educational back- 
ground or to supply instruction of an advanced nature in certain 
specialized fields. 

During the Autumn Quarter every student primarily interested 
in hospital administration was advised to enrol in ‘Health Insti- 
tutions and Services.” This is a general survey course dealing 
with social, economic, and cultural aspects of medical care. This 
course is not primarily designed for hospital-administration stu- 
dents, but is intended to present and analyze the fundamental 
principles and changing issues in the fields of health and welfare. 
For the benefit of the hospital group, the course is supplemented 
by a series of eight seminars and by field trips to a number of the 
leading professional organizations, such as the American Medical 
Association, the American College of Surgeons, and the American 
Hospital Association. 

Special studies in business—‘“Hospital Administration” is the 
professional training course specially designed for hospital stu- 
dents. It consists of lectures and seminars (4-8 hours per week) 
and field trips to hospitals (6-10 hours per week). During the 
Winter Quarter the field trips and seminars are concerned with 
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professional departments, e.g., medical staff organization and rela- 
tionships, nursing service and nursing education, medical records, 
out-patient department, medical social service, clinical and patho- 
logical laboratories, operating room and obstetrical service, X- 
ray, pharmacy, admitting office; and during the Spring Quarter 
with the business and domestic departments, e.g., business office, 
plant maintenance, housekeeping, laundry management and 
linen control, purchasing, food service, insurance, personnel rela- 
tions, and public relations. The principal hospitals used for in- 
tensive department studies are Albert Merritt Billings, Presby- 
terian, and Michael Reese. In addition to these institutions, field 
trips are taken to eight or more hospitals where special features 
such as architecture, plant layout, modern equipment, and ad- 
ministrative procedures are observed. 

The quality of the field work varies in different instances. Dur- 
ing the three years in which the course has operated, the less 
valuable trips have been eliminated or the department heads 
coached and instructed in such a way that their teaching has been 
improved. While all the departmental executives who were called 
upon last year were desirous of co-operating in the instruction, 
it must be recognized that they are not all educators. As a con- 
sequence, the experience of the group ranged from seemingly 
fruitless jaunts to expertly prepared meetings and trips in which 
methods and procedures, as well as problems, were effectively 
demonstrated. 

This situation raises a fundamental question: Should the de- 
partment heads used on the field trips be expected to be educators 
or should these people be used as part of the general observations 
made by the students and serve as illustrations of the kinds of 
executive personnel commonly found in institutions? 

For example, the housekeeper of one hospital which is visited 
each year is a national leader in her field. Her capacity for ex- 
pression leaves nothing to be desired. On the other hand, the 
housekeeper of a neighboring hospital cannot visualize the needs 
of the students beyond describing some cleaning technique. Still, 
the latter manages her department to the complete satisfaction 
of the hospital administrator. Is it not more desirable for the 
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students to study a number of departments with varying degrees 
of perfection in organization and management, rather than expose 
them only to the most modern developments under expert mana- 
gers? 

As an aid to a full and critical approach toward the literature 
and, especially, the field trips, a syllabus was prepared for use 
in conjunction with the departmental studies in hospital adminis- 
tration. It filled a real need. Through the use of this syllabus and 
the suggested readings, the students were better prepared to 
gain the maximum results from the field work and the seminars. 
They had before them some of the major issues in hospital man- 
agement and were thus started on the way to a critical appraisal 
of what they saw. Rather than merely observing technical pro- 
cedures, they were stimulated to search out the reasons behind 
procedures and roughly to approximate the degree to which they 
successfully met particular hospital objectives and functions. The 
community aspects were examined intensively together with the 
more obvious problems of intra-hospital administration. 

In examining the courses which students have taken during 
the last three years, an effort is made to evaluate the applica- 
bility of the individual courses to the needs of hospital adminis- 
tration students. Among the courses in the School of Business, 
accounting proved indispensable to all students who had not had 
previous training in this subject. It supplied the tools so neces- 
sary to the financial control of hospitals. 

“Business Organization” is an excellent background course for 
all students of hospital administration. Students are here intro- 
duced to the various theories and concepts of organization and a 
critical point of view is encouraged. Each student taking the 
course is required to write a paper presenting his concept of 
organization, and the instructor has always encouraged the hospi- 
tal students to write in their special field. The educational bene- 
fits have been material. 

“Business Policies” is essentially a definitive course. The entire 
subject of policies is reviewed from the points of view of a variety 
of enterprises, and students taking this course are instructed in 
relating management functions and procedures to objectives. 
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REPORT REQUIREMENT 
Students in hospital administration are required to prepare a 
report meeting the requirements set forth in A Guide to the Prepa- 
ration of Master’s Reports. Topics are selected and outlines pre- 
pared and submitted to the supervisor for approval. Some work 
is done in residence toward completing the report. However, the 
major portion of the work is done while the student is serving as 
an administrative interne. The purposes of the report are to 
measure the candidate’s capacity for the effective use of the ma- 
terials and methods of research, and to develop and measure the 
candidate’s ability to organize and present materials in an effec- 
tive manner. Less formally, it may be said that the report is 
required in order to make certain that no student receives the 
professional degree in the School of Business until he has had the 
opportunity to undertake investigation of a problem more ambi- 
tious than the average problem with which he deals in courses; 
and has shown the ability to reason about such a problem, to 
outline it effectively, to collect material dealing with it, to arrange 
this material in a logical order, and to draw conclusions and make 
recommendations justified by the material he has assembled. 


ADMINISTRATIVE INTERNESHIPS 

After completing his period at the University, the student 
serves a period of one year as an administrative interne in an 
institution under the guidance of an administrator of outstanding 
merit. During his period of residence he is assigned a definite 
job or series of jobs and devotes a major part of his time to their 
completion. However, he is always given an opportunity to be- 
come familiar with the hospital as a whole and is encouraged to 
think in terms of the hospital as an integrated unit. During the 
period of interneship the hospital is not asked to pay a salary, 
but a stipend of $25 monthly in addition to complete mainte- 
nance is usually provided. 

The nature of the administrative interneships varies with the 
institutions, the administrators selected, and the individual needs 
and capacities of the students. Their purpose, however, is the 
same—namely, to provide the student with an opportunity to 
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study and observe at first hand the technical aspects of hospital 
operation, to acquaint himself with actual procedures and prob- 
lems, and to participate. The better administrators now in the 
field are the most willing to accept students as internes and are 
attentive to the educational needs of these students. These ad- 
ministrators realize the necessity of training for hospital adminis- 
tration and agree as to the important role of the administrative 
interneship in achieving this end. 

The administrative interneship has proved valuable to the co- 
operating hospital as well as to the student interne as shown by 
the reports of the administrators. They received the benefit of 
the student’s up-to-the-minute and forward outlook, his co-ordi- 
native background and training, and his personal detachment and 
objectivity. The student in turn perceives in detail techniques 
and procedures, the importance of the human factor in hospital 
care, and other fundamental aspects of the hospital. This re- 
ciprocal benefit process steadily increases in importance during 
the interne’s stay. 

Brief biographical information is furnished in Table 3. It pre- 
sents the educational and occupational background of the stu- 
dents, and is quoted in such a way that it can be correlated with 
Table 2 (“Summary of University Courses in Which Hospital 
Administration Students Enrolled, 1934—37’’). Each biographical 
sketch concludes with the progress made by students since the 
completion of their period in residence and the administrative 
interneship. 

The general conclusion reached from this study is that it is 
too early to test the final results of the course. Only after con- 
tinued experience in administrative positions can a manager’s 
ability to cope intelligently with problems be demonstrated and 
only after such experience can he evaluate his earlier training. 
The early returns concerning students’ performances in interne- 
ships and subsequently in hospital positions, however, are evi- 
dence of the promise which the course holds. In those cases where 
students have resumed positions which they previously held, the 
reports which they have given concerning their personal gains 
from the course have been enthusiastic. 








FINANCING THE WHOLESALE DISTRIBUTION 
OF FRUITS AND VEGETABLES 


E. A. DUDDY' 


N ITS first beginnings, when production was on a small scale 
and mixed-car shipments of ungraded produce were the rule, 
the prevailing method of sale by the grower was to consign 

to a commission man in the wholesale market for sale through his 
store. When the produce had been sold, an account of sales was 
drawn up to show gross receipts, deductions for freight, cartage, 
and commission, and the net proceeds due the shipper, which 
latter were remitted to him by check. The commission firm 
solicited consignments from growers and country shippers by 
circular letter and by advertising in country newspapers or in 
trade papers which were read by prospective shippers. A renewal 
of the shipper’s patronage was sought on the basis of the quality 
of service rendered on previous consignments. There is no evi- 
dence that the commission firm undertook to influence the market 
movement of fruits and vegetables by helping to finance produc- 
tion or shipment. 

The beginnings of financing by middlemen may be traced to 
changes which were taking place in the industry itself. As pro- 
duction became more specialized and the scale of production in- 
creased, carlot shipments of graded commodities became the rule. 
Production moved farther away from the consuming markets, 
and the heavy freight cost and longer time in transit forced grow- 
ers to organize, especially in the fruit industry, and to grade and 
pack their produce more carefully. Growers’ associations were 
formed to aid in marketing, and there was less disposition to 
trust to the distant commission man the sale of produce which 
might change radically in value by the time it reached the market. 
Where a volume of well-graded fruit was to be had in carlots, 
buyers appeared at the country shipping-points who were will- 

* Mr. Duddy is professor of marketing in the School of Business at the University 
of Chicago. 


376 











FINANCING OF FRUITS AND VEGETABLES 377 


ing to buy on the basis of shipping-point prices. Brokers rep- 
resenting terminal-market wholesalers and jobbers provided ad- 
ditional competition, and cars could be rolled to a terminal-mar- 
ket auction in care of a selling broker if prices at the shipping- 
point were not satisfactory. 

Abuses had also crept into the produce commission business 
which tended to weaken the faith of shippers in this method of 
selling. The unfair practices and fraudulent misrepresentations 
of the few brought reputable firms as well under the ban of the 
shipper. As opportunities for speculative profit appeared, also, 
the commission man departed from his function of seller’s agent 
to buy and sell on his own account, thus setting up his own inter- 
est as a seller to compete with that of his principal. The commis- 
sion man was forced more and more into the role of merchant as 
the consignment business declined. 

The rapid expansion of the apple industry in the Pacific North- 
west; of the cantaloupe industry, first in Colorado and later in the 
Imperial Valley; and of the lettuce industry in California brought 
numbers of producers with small capital into the field, on the 
one hand, and, on the other, gave the speculatively inclined 
wholesaler a desire to share in the profits of production. Small 
country banks in the local markets were not equal to meeting the 
heavy demands for funds needed for expanding production and 
for harvesting, packing, and marketing large commercial crops. 
The production areas were at too great distance from the large 
financial centers where surplus funds were to be had, while bank- 
ing relations were already established between the large city 
bank and the wholesaler and commission firms in the central 
wholesale market. It was a wholly logical development for the 
city banker to accept the judgment of the wholesale merchant 
on the need for loans to country shippers and producers, especial- 
ly when the merchant enjoyed a high credit rating and the loans 
promised to be self-liquidating through the sale of the commodity. 

Financing through trade channels was all the more necessary 
because of the absence in the banking system of any adequate 
plan of accommodating with short-time credit a large number of 
small borrowers whose principal liquid asset was a growing crop. 
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Not until the passage of the Agricultural Credits Act establishing 
the federal intermediate credit banks in 1923 was there machinery 
set up for expanding the resources of the country bank for mak- 
ing agricultural loans by providing a discount privilege. The 
same act provided for setting up agricultural credit corporations 
which could borrow directly from the intermediate credit banks 
on bankable paper secured by a chattel mortgage, warehouse re- 
ceipts, and short-term, two-name paper. By 1923, however, the 
commercial fruit and vegetable industry was operating in high 
gear largely owing to the willingness of middlemen and fertilizer 
companies to assume a part of the risk of production by making 
advances to growers. 


PRODUCTION LOANS BY MIDDLEMEN: PRESEASON LOANS 


The term “preseason loan” is applied to any form of loan or 
financial assistance which is given to the grower or shipper before 
delivery of the crop. Such assistance may take the form of a crop 
contract between landlord and tenant in which the landlord, in 
return for a share of the crop, furnishes seed, feed, fertilizer, and 
containers to the grower. Examples of this arrangement are to be 
found in the growing of Texas cabbage, northern onions, and 
potatoes. Such an arrangement has little significance for distribu- 
tion unless the landlord happens to be a merchant or large dis- 
tributor, as is oftentimes the case. The usual preseason loan, 
however, involves the payment of cash or the furnishing of sup- 
plies to the grower as a consideration for the delivery of the crop 
to the lender for sale. 

The experience of an operator in the Washington apple deal 
in the early twenties may serve to illustrate how the usual pre- 
season loan was handled. This particular operator had for many 
years been in business on the old South Water market in Chicago 
as a commission firm and jobber. The firm was ambitious to 
become a national distributor of Washington apples. Head- 
quarters were established at Wenatchee, and contracts were made 
directly with growers. These growers were signed up under con- 
tract with the distributor at the beginning of a production season. 
By means of the contract the distributor enforced on the grower 
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a high standard of performance in caring for the fruit and bring- 
ing it to maturity. He set his own grading and packing standards, 
and the fruit was packed and sold under his own brand. The 
grower in turn was supplied with spray materials, box shooks, 
wrappers and labels, and cash payments as needed for labor, etc. 
All these payments were made in advance of actual delivery of 
the crop at the loading-point. 

Before beginning his loaning operations, the distributor estab- 
lished a line of credit at one of the larger Chicago banks. The 
amount of this credit was determined by the showing of his 
financial statement and his reputation as a borrower. Funds were 
transferred to the bank at Wenatchee against which checks could 
be drawn by a resident manager. 

It should be made clear that the distributor performed oniy a 
selling service for the grower for which he received a fee which was 
generally a percentage of the gross sales rather than a fixed 
amount per car. Sales were made on an f.o.b. basis, or cars were 
rolled to Chicago, where they were sold on track or through the 
distributor’s jobbing-house to retailers. From the proceeds re- 
ceived from the sale of the car the amount of the advance and the 
selling charges were deducted before the remittance was made to 
the shipper. Since the apples were pooled by grade and each 
shipper received the average of the prices obtained for the same 
grade, a considerable amount of money remained in the hands of 
the distributor until the deal was sold out. Out of these funds 
payments were made to growers and the distributor’s loan at the 
Chicago bank reduced. Since this same distributor was also 
handling cantaloupes and Texas onions, he economized his work- 
ing capital by using the money he received from the sale of 
cantaloupes to help finance the production of the apple crop, and 
the proceeds of the apple crop to finance Texas onions, the three 
crops following one another in a seasonal rotation. 

From the early 1920’s until 1933 this type of financing by large 
distributors was very common. It was obviously a form of com- 
petition through which the shipper in the local market or the 
large distributor tried to attract the grower’s patronage. The 
situation was aptly described by the operator whose practice in 
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the Northwest apple deal is related above when he said that it 
was customary for distributors to travel through the country at 
the beginning of a growing season with a bunch of contracts in 
one hand and a check book in the other. 

This type of preseason loan may originate with the local packer 
and shipper under a contract similar to that used by the dis- 
tributor. The wholesale merchant in the terminal market and the 
large jobber-commission firm also engage in this practice. Na- 
tional chain stores were active in the financing of certain crops 
until May, 1936, when these organizations were asked by the 
National Cooperative Council to discontinue this practice.? The 
selling broker at the terminal market, in an effort to increase his 
income above the customary flat fee charged for ordinary broker- 
age service, has, in some instances, graduated into the rank of 
distributor with a return in the form of a percentage of the gross 
receipts. 

Typical of the present practice of making preseason loans is the 
procedure of a large broker turned distributor; this firm handles 
only vegetables and melons. As in the case of the distributor 
described above, a line of credit is established with a large city 
bank. Contracts are made directly with growers or with growers’ 
associations by the terms of which the distributor is given full 
power to sell the crop of the growers in different markets, to 
quote prices, and to make sales without consulting the owners of 
the produce. Cash advances are inade to the growers as needed to 
mature the crop and to pay harvesting and packing expenses. 
The advance may be an agreed amount per acre, per package, or 
per car delivered for sale. 

From the distributor’s point of view and that of the bank be- 


2In the resolutions adopted by the representatives of the Food and Grocery 
Chain Stores of America, Inc., at a conference with the National Cooperative 
Council in May, 1936, in which they agreed to refrain from certain practices con- 
sidered unethical by the National Cooperative Council, there is no evidence that 
they acceded to the demand to refrain from ‘‘control of supplies by direct or indirect 
financing.”” A subsequent letter from the president of the Great Atlantic and Pacific 
Tea Company to the Council said with regard to financing agricultural production: 
‘*This is a practice, which we eliminated entirely from our business as long ago as 
1928” (Cooperative Journal, July-August, 1936, pp. 115-16). 
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hind him, the risks of making preseason loans are obvious. When 
the practice becomes competitive, the temptation is to overloan 
in relation to the risks involved with the result that weak growers 
who are not good banking risks are liberally financed, production 
is stimulated too rapidly, and the strong grower is ultimately in- 
jured by the resulting oversupply. Making preseason loans in- 
volves a forecast of both production and price. If the crop fails in 
a region in which the distributor has loaned heavily, the resulting 
prices may be high, but the amount of the crop delivered for sale 
will not be enough to liquidate the total of the advances made. 
If a very large crop is harvested, the price is depressed to a point 
which often is not sufficient to cover the advances made. 

The better class of growers tend to finance themselves or are 
able to get accommodations at the local bank, or through a co- 
operative association, leaving the poorer risks for the distributor. 
If the character of the grower is bad, he may neglect his crop or do 
a poor job of harvesting and packing after cash advances have 
been made. Where the grower is a tenant and a loss is carried 
over from one year to the next, there is the danger that he will be 
forced off his farm and will have no means of making payment. 
Even where the debt is secured by a chattel mortgage, it often 
happens that the existence of prior liens against land and chattels 
will prevent collection. The uncollectible advances of one year 
tend to carry over into the next until, with a general downturn 
of prices, such as occurred after 1929, many distributors, whole- 
salers, and shippers find themselves unable to reduce their in- 
debtedness at the banks and are forced out of business. The large 
city banks are now reluctant to finance this type of loan, and 
the chain-store buying organizations and the largest national dis- 
tributor have stopped making preseason loans. The entrance of 
the federal government into the field of production credit in 1933 
has had something to do with the changes in attitude toward this 
kind of loan. 

From the point of view of the grower, also, there were, and are, 
disadvantages from this type of financial assistance. By reason 
of the addition to his capital he is often induced to extend his 
operations beyond a conservative limit, though it is fair to say 
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that without help he would often not be able to produce at all. 
He is tied up on a contract which pledges him in advance to mar- 
ket his crop through a single channel regardless of what better op- 
portunities may appear in the local market or through some other 
method of distribution. Compliance with the contract is usually 
enforced by a lien on his crop or on his chattels. It is not un- 
common for the grower to evade delivery on a part of his crop by 
selling, without the knowledge of the distributor, through some 
other outlet which offers him immediate cash payment. The con- 
tract he is able to make with the distributor is a consignment con- 
tract which leaves him to carry the full risk of price change and 
deterioration until his produce is sold. If the distributor is dis- 
posed to speculate on his own account, he may buy the grower’s 
produce when the market offers an opportunity for resale at a 
profit and sell for the grower’s account when the market is weak. 
The reputable distributor dealing in such commodities as lettuce, 
carrots, and peas often buys on his own account for a speculative 
profit; he may buy also to accommodate customers who are in the 
market for commodities which are not under contract with 


growers. 


GOVERNMENT LENDING AGENCIES PROVIDING 
PRODUCTION CREDIT 

Except for certain emergency crop and seed loans made by the 
federal government as a war measure beginning in 1917, and the 
loans made by the War Finance Corporation to country banks, 
co-operatives, and livestock loan companies, there was no pro- 
vision for extending short-term credit to farmers through govern- 
mental agencies prior to the passage of the Agricultural Credits 
Act of 1923. All such short-term loans for production credit had 
been made by commercial banks, fertilizer companies, and supply 
merchants. The Agricultural Credits Act set up a system of 
twelve intermediate credit banks, one in each district where a 
federal land bank was located, to rediscount or purchase loans 
made by commercial banks for agricultural purposes and having 
a maturity of not less than six months or more than three years. 
This discounting privilege was also extended to private agricul- 
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tural credit corporations organized under state laws, to cattle 
loan companies, and to farmers’ co-operative marketing organiza- 
tions. Loans could be made directly to co-operative associations 
but only on the security of warehoused commodities. 

This machinery for getting short-term credit to farmers for 
production purposes functioned poorly because commercial 
banks, with a spread of only 2 per cent between the discount and 
the lending rate, were unwilling to make use of the rediscount 
privilege, and farmers were not financially able to subscribe the 
amount of capital stock necessary to organize any large number 
of agricultural credit corporations. Congress in 1931 and again 
in 1932 made appropriations of $20,000,000 and of $10,000,000, 
respectively, to lend to farmers for the purchase of capital stock 
in these corporations, but only a small amount was borrowed. 
During 1932, before the organization of the Farm Credit Adminis- 
tration, the intermediate credit banks made discounts for agri- 
cultural credit corporations of $53,280,213, while discounts of 
agricultural paper for commercial banks amounted to only 
$3,328,687. How much of these amounts were used for financing 
fruit and vegetable production is not available from the record. 
As the new production credit associations were organized under 
the Farm Credit Act of 1933, discounts for agricultural credit 
corporations diminished greatly in importance.‘ 

From the passage of the Agricultural Credits Act in 1923 to 
December 31, 1929, 127 agricultural credit corporations were 
organized in the Columbia (South Carolina), New Orleans, and 
St. Louis districts, but only 74 were active at the end of the 
period. Production loans discounted for these corporations in 
1929 by the intermediate credit banks amounted to $19,700,000, 
of which $1,050,000 was for potatoes and $1,350,000 for fruits and 
vegetables, both items together being 12 per cent of the total. 
During 1930 and 1931 more than two hundred new credit cor- 
porations were formed due to widespread failures of country 


3 Increased to 3 per cent in 1931. 

4As of June, 1937, the intermediate credit banks have paper discounted for 
138 agricultural credit corporations and livestock loan companies (letter from the 
Farm Credit Administration, September 9, 1938). 
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banks. In 1931 approximately one-third of the discounts placed 
were for production credit. After this date the amount of loans 
declined, as many producers could no longer qualify for loans.s 

Agricultural credit corporations also were organized as sub- 
sidiaries of local banks, commission merchants, and supply com- 
panies to avail themselves of the discount privilege with the 
intermediate credit banks in order to extend production credit to 
growers. In the case of supply companies the declared intention 
was to separate the credit function from the merchandising func- 
tion and reduce the high cost of open-account merchant credit. 

The Agricultural Marketing Act of 1929, with a revolving fund 
of $500,000,000, made no provision for production loans to farm- 
ers. The Farm Board plan of making working capital loans to 
co-operative associations contemplated the organization by the 
co-operatives of subsidiary credit corporations. Farm Board loans 
were to constitute the capital of these credit corporations, and 
this capital could then be pyramided to a possible amount ten 
times as great by rediscounting the notes of member borrowers 
with the intermediate credit banks. In this way Farm Board 
loans could be used indirectly to make advances to members of co- 
operatives for production purposes. That this plan did not work 
very well in practice is evidenced by the fact that three years 
after the board had been in existence only ten such credit 
corporations had been organized, and they had received but 
$3,035,700 from the board.® Theoretically, this capital investment 
could support new-crop production loans amounting to ten mil- 
lion dollars or more. Actually the line of credit allowed by the 
intermediate credit bank was from three to eight times the un- 
impaired capital and surplus of the credit corporation.” Among 
the fruit and vegetable co-operatives, the Hastings Potato Grow- 
ers of Hastings, Florida, seems to have been the only one to have 
shared in these loans.*® 

$F. Baird and C. L. Benner, Ten Years of Federal Intermediate Credits (Wash- 
ington: Brookings Institution, 1933), pp. 171-73. 

6 Tbid., p. 357. 7 Ibid., p. 189. 

8 For an account of the financing operations of this association see Farmers 
Cooperative Associations in Florida (Florida Agricultural Fxperiment Station Bull. 
276 [March, 1935)). 
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The Emergency Relief and Construction Act of July, 1932, 
authorized the Reconstruction Finance Corporation, in section 
201 of the act, to organize regional agricultural credit corporations 
in each of the federal land bank districts for the purpose of mak- 
ing production and marketing loans. The capital of these cor- 
porations was subscribed by the Reconstruction Finance Cor- 
poration, and the borrowers’ notes discounted with the R.F.C. 
and the intermediate credit banks. The regional agricultural 
credit corporations were authorized to make loans or advances to 
farmers and stockmen for agricultural and marketing purposes, 
including crop production. All loans were secured by a first lien 
on livestock and other personal property, including mortgages 
on growing crops. The need for these loans is evidenced by the 
fact that by December 31, 1933, applications for over half a billion 
of loans had been received, and $245,094,324 had been disbursed. 
Approximately 15 per cent of this total was for crop production 
purposes, but the detail is lacking to show how much of this was 
used in the production of fruits and vegetables. 

With the inauguration of the production credit program of the 
Farm Credit Administration in the spring of 1933, the regional 
agricultural credit corporations were put into liquidation and 
their administration transferred from R.F.C. to F.C.A. The 
amount of loans and discounts outstanding to these credit cor- 
porations on June 30, 1938, was $14,787,772 as compared with a 
total amount of $424,802,582 made since May, 1933 (including 
renewals). 

PRODUCTION CREDIT ASSOCIATIONS 


Under the Farm Credit Act of May, 1933, the federal govern- 
ment for the first time proceeded to organize a system of lending 
institutions specifically designed for production credit purposes. 
A production credit division was set up in the Farm Credit Ad- 
ministration with twelve production credit corporations, one of 
which is located in each city in which there is a federal land bank. 
The primary function of these corporations is to assist farmers in 
organizing local production credit associations. The corporations 
also furnish a large part of the loan capital of these local associa- 
tions, borrowers supplying the balance of the capital by subscrib- 
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ing to stock up to 5 per cent of the amount of their loans. The 
system of production credit associations is designed to make the 
discount facilities of the federal intermediate credit banks ac- 
cessible to farmers and stockmen. Such associations may be 
organized by ten or more farmer-borrowers, and loans may be 
made for general agricultural purposes, including loans for the 
production and harvesting of crops; the breeding, raising, and 
fattening of livestock; and for poultry production. 

Production credit associations as organized take over the lend- 
ing functions of the regional agricultural credit corporations. 
Loans made through the associations may be discounted only 
through the intermediate credit banks. The associations are per- 
mitted to charge a rate of interest to borrowers as much as 3 per 
cent above the rediscount rate. Since the present rediscount rate 
is 2 per cent, the rate to the farmer-borrower is 5 per cent. The 
production credit associations are co-operative in character, all 
voting rights being vested in the borrowers who hold stock in the 
associations. As of December 31, 1937, there were 544 active as- 
sociations with total loans outstanding on June 30, 1938, of 
$180,180,678. Of the total loans outstanding, $10,644,058 was 
for fruits and vegetables (see Table 1). 

In answer to a query concerning the eligibility of a commercial 
agency to production credit through the new machinery of the 
production credit associations, the following reply was received 
from the production credit commissioner of the Farm Credit Ad- 
ministration: 

You inquire if distributors .... are entitled to use the facilities of the 
intermediate credit banks and production credit associations. To be an eli- 
gible borrower of a production credit association the applicant must, if an 
individual, be so engaged in an agricultural enterprise that a substantial 
part of his time is devoted to the activity from which he reaps the benefits 
and suffers losses when they occur. The requirements for a partnership are 
substantially the same as for an individual. A corporation, to be eligible 
must be principally engaged in producing crops and receive the major por- 
tion of its annual income from that source. 

The American Fruit Growers has at least one subsidiary which is a bor- 
rower of a production credit association. In that instance the function of 
the subsidiary is to operate some orchard property. As security for the loan 
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it gives the association a first lien on growing crops and equipment and con- 
fines its borrowing to a portion of the growing, harvesting, and marketing 
costs, which amounts naturally vary with the size of the crop. [It is not un- 
common for distributing organizations to be owners of acreage of fruit and 
vegetable crops.]° 


TABLE 1* 


FEDERAL INTERMEDIATE CREDIT BANKS: OUTSTANDING LOANS TO AND 
DISCOUNTS FOR PRODUCTION CREDIT ASSOCIATIONS FOR FRUITS AND 
VEGETABLES AND ALL PURPOSES, BY DISTRICTS, JUNE 30, 1938 




















FRUITS AND VEGETABLES 
PropuctTion CREDIT Percentage 
ToTaL 
ASSOCIATION 

Amount By Each | Of Total 

Associa- | Loans and 

tion Discounts 
re $ 3,317,210 | 31.17 25.06 | $ 93,238,301 
a alg race a ncaneiaiee 792,937 7.45 9.62 8, 238,802 
OS eee a 1,191,386 11.19 6.10 19,538, 213 
I a cans is ocean 248,870 2.34 1.51 16,521,826 
a 145,091 1.36 1.04 13,967,795 
oa aria maciean 103,797 0.98 ©.79 13,157,819 
er wi digs webcaiatn are 214,149 2.01 1.34 15,953,120 
DES on aa0% entre wie 1,150 0.01 0.01 10,605,520 
RRS fe 15,221 0.14 0.12 12,573,796 
I 5 5 colin a ahah vi 41,783 ©.39 0.35 12,085,503 
OO Sr 3,742,648 35.16 20.08 18,639,968 
Spokane. . iS en 829,816 7.80 3.23 25,660,015 
ME. ca cetientone $10,644,058 | 100.00 5.91 $180, 180,678 

















* Source: Farm Credit Administration. 


With respect to the administration of the loans the production 
credit commissioner says: 


The loan is disbursed on a budget basis which is set up on a monthly 
breakdown during the growing, harvesting and marketing season based on 
past experience. The monthly items are broken down into the principal items 
of expense which usually are advanced after the receipt of a progress report 
made by an experienced investigator whose findings influence the amount 
disbursed regardless of the original estimate. In other words, this particular 
operation offers a basis for sound extension of credit. Each application 


* Letter from the production credit commissioner of the Farm Credit Adminis- 
tration, April 15, 1937. 
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stands on its own merits. It is not the intention that the production credit 
associations will engage in financing commercial enterprises, but the above 
will illustrate the flexibility of the procedure. 

Loans are made to mature at a time when it is believed the sales proceeds 
will be available for repayment. Therefore, the period of a loan will vary 
with the type of operation being financed to the extent that the marketing 
dates vary. The security requirements likewise vary with individual appli- 
cations, being influenced by the association’s experience with the applicant, 
his financial position, and the hazards involved in the particular enterprise. 
It is customary for fruit and vegetable loans to be secured by a first lien on 
the crops from which liquidation is anticipated and oftentimes a first lien 
on other collateral is considered necessary to safeguard the advance.” 


With regard to security, one district reports, “Production 
credit associations usually take assignments of sales proceeds 
as security for loans in addition to their security.”” This prior lien 
of the government constitutes an additional difficulty for the dis- 
tributor who has made an advance to a grower. Unless he is in- 
formed of the grower’s liability, he may be unable to recover the 
amount of his advance after the government lending agency has 
been paid. 


PROBLEMS RAISED BY ENTRANCE OF THE FEDERAL GOVERN- 
MENT INTO THE FIELD OF PRODUCTION CREDIT 


Primarily the purpose of the government was to lower the cost 
of bank loans by increasing the supply of capital available for pro- 
duction credit, and by indirectly controlling the interest rate 
charged to the borrower by the adjustment of the bank’s lending 
rate to the rediscount rate of the intermediate credit banks. That 
there was need for lower interest rates is evidenced by a study of 
short-term credit in the southeastern states made by the United 
States Department of Agriculture in 1926. Cash credit through 
the banks was to be had at 9g per cent while merchant credit was 
equal to an annual rate of 28 per cent. Of all short-term credit 
extended, 38 per cent was merchant credit. The cost of fertilizer 
credit, represented by the difference between cash and time prices, 
was equal to an annual rate as high as 35 per cent.” The sig- 
nificance of a high rate to the borrowing farmer is that the net re- 


10 Tbid. ™ Baird and Benner, op. cit., p. 175. 
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turn on many farm enterprises is not equal to the interest rate 
charged on the amount of the loan. 

The strategy of the government was largely defeated by the un- 
willingness of the banks to use the rediscount privilege for expand- 
ing loans with the intermediate credit banks, the relations of the 
private banks already being established with correspondent banks 
in the financial centers. Private credit corporations also proved 
ineffective because of the inability of farmers to subscribe even the 
small amount of capital stock ($10,000) necessary and because of 
the very limited capital of those corporations which did organize. 
In its desire to force the issue of cheap loans to the farmer, the 
government assumed risks in lending at rates of interest which 
were out of relation to the size of the risk, and much lower than 
conservative banking practice would warrant. This practice was 
first introduced by the Federal Farm Board in making loans to 
co-operative associations, and later, as an emergency measure, by 
the regional agricultural credit corporations set up by the R.F.C. 
In this way the money got out, but much of it has not yet re- 
turned. In spite of what might be called questionable banking 
practice by the government in making loans on too generous a 
basis, it is evident from the recent collapse of commercial banks 
that these institutions cannot be depended upon in time of credit 
stringency to carry the risk of short-term production credit for 
producers of perishable agricultural commodities. This task re- 
quires a special machinery which is adapted to this particular 
purpose. 

The Federal Farm Board in making loans to co-operatives had 
a definite goal in mind—to give the associations a source of credit 
which would not be unfriendly to their aims and marketing 
policies. Behind this purpose, again, was the idea that through 
control of credit the Farm Board could influence the production 
policies of these associations. The strategy of the board in this 
respect was a failure because other sources of loans were available 
which were not in harmony with the policies of the board. The 
effect of a cheap-money policy by government lending agencies on 
production is still an open issue. Such control as exists is now 
largely in the hands of the intermediate credit banks and the pro- 
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duction credit corporations. In line with the production control 
policies of the present administration one might expect pressure 
to be exercised in keeping the volume of production loans at low 
rates in line with the consuming capacity of the markets. With 
private banking agencies overstocked with loanable funds, how- 
ever, it may be difficult to exercise such effective control.” 

The co-operative associations were in a particularly vulnerable 
position with respect to making preseason advances to members 
because of their shortage of working capital. Some of them as- 
sumed as an overhead cost the expenses of setting up a subsidiary 
credit corporation with the discount privilege in order to hold 
membership and get delivery of the crop. The Florida Citrus Ex- 
change estimated that 40 per cent of its 1928-29 tonnage came as 
a direct result of loans made through its credit subsidiary."? This 
is evidence of the important part which financing plays in deter- 
mining the channels of distribution. The production credit as- 
sociations operating under the Farm Credit Administration re- 
serve the right, in at least one district, to approve the marketing 
agency to which or through which the individual farmer sells his 
produce. They are primarily interested in the financial responsi- 
bility of. the marketing agency rather than in the methods em- 
ployed. The private distributor, with the resources of the com- 
mercial bank behind him, continues to use the financing function 
as a business-getting device. The commercial banks, with their 
lending power restored, together with the merchant-distributor, 
are carrying the larger part of the burden of production credit for 
the fruit and vegetable industry. 

It is often argued that there is an element of unfairness in 
financing the producer who cannot bring a crop to maturity with- 
out financial help; that giving assistance to these weaker brethren 
helps to overload the market and work a hardship on the grower 
who has his own money invested. Both the system of govern- 
ment credit and that given through the distributor have operated 


%2 The bank for co-operatives in one district reports (April, 1937) that com- 
mercial banks in the district are charging two marketing agencies from 1} to 13 
per cent while the government bank is charging 3 per cent for operating loans. 


3 Baird and Benner, op. cit., p. 229. 
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to help the small grower. While the incentive of the government 
has been to equalize the opportunity of the small grower with that 
of his more powerful competitor, and that of the distributor has 
been to increase his own volume of business, the net effect of such 
lending tends to produce the same result—namely, temporary 
overproduction with a weakening of the price situation upon 
which the liquidation of the loan depends. This situation tends 
to correct itself over the short run, but if a policy of low-interest 
rates and cheap production credit is persisted in over a period of 
time, it may well result in a building-up of productive capacity, 
especially in fruit production, which will be out of proportion to 
the ability or willingness of consumers to absorb the resulting 
supply. 
FINANCING SHIPMENT AND SALE 

Advances against shipments.—Most growers of fruits and vege- 
tables are under pressure at harvest time from creditors to whom 
they are indebted for loans made in one form or another for 
bringing the crop to maturity, getting it harvested, graded, 
packed, and loaded on board a car or stored in a warehouse. 
Thus, when these commodities are sold or stored, the owners are 
under the necessity of recovering as soon as possible part or all of 
the present market value as a means of satisfying the claims of the 
creditors. If the commodity is onewhich is in general demand, and 
if it has been graded and packed in standard containers so that the 
approximate market value can be readily determined, such a com- 
modity may be said to finance its own movement to market 
without the necessity of additional bank loans, unless the com- 
modity is held in storage. Warehouse loans will be discussed at a 
later point. 

The way in which the marketing of a commodity will be fi- 
nanced will depend upon the use of various methods of sale. 
Where an individual grower must have immediate cash payment, 
a sale may be made to a local packer or to a carlot buyer on track 
in the local shipping market. Unless an unusually strong market 
condition prevails, the seller will take a lower price, since all the 
risk of subsequent price changes and deterioration of the product 
falls upon the buyer. When the cash purchase at the shipping- 
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point is made by the representative of a terminal-market agency, 
a credit may be established at the local bank by the transfer of 
funds against which checks may be drawn. The wholesale buyer 
who is not represented in the local market may buy by wire. To 
operate in this way, he first establishes a line of credit with his city 
banker—an arrangement which allows him to permit growers or 
shippers to draw drafts against him through a bank in the local 
market. These drafts are handled in the manner described below. 

The more usual type of transaction is a sale by the grower or 
his agent f.o.b. shipping-point, with privilege of inspection at the 
terminal to a buyer who has negotiated the purchase by wire. 
This is the so-called “wire sale.’ The practice in such cases is for 
the shipper to draw a draft against the buyer for the full purchase 
price of the car. An order bill of lading is attached to the draft and 
deposited with the shipper’s bank. The bank credits the shipper’s 
account for the amount of the draft less discount for the time the 
draft is outstanding. The draft is mailed with the bill of lading to 
the correspondent bank in the market in which the buyer is 
located. When draft and bill of lading are received, the buyer is 
notified by the bank. Meanwhile the car is moving to its destina- 
tion. Upon its arrival the consignee is notified by the railroad and 
is permitted to make inspection of the contents of the car before 
obtaining the bill of lading from the bank. If the car comes up to 
the grade specifications as described by the shipper, the buyer 
instructs the bank to charge the draft to his account. Payment 
of the draft releases the bill of lading by means of which the buyer 
is able to get delivery from the railroad after paying freight 
charges. The bank charges the buyer’s account for the amount 
of the draft and credits the account of its correspondent bank at 
the shipping-point. A time draft of seven to ten days may be used 
depending upon the length of time the car is in transit and the ar- 
rangements agreed upon between seller and buyer. 

When the buyer is operating on a falling market, it is not un- 
usual for him to find some excuse for refusing to accept the car 
when it arrives in the terminal. He may ask for some concession 
on the price from the seller, and, if this is denied, he will refuse to 
take up the draft drawn upon him by the shipper. The shipper is 
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left with the alternative of finding a new buyer in a distant market 
or having the car sold by the railroad to satisfy freight charges. 

Sale through a distributor—A variation in the draft-bill-of- 
lading transaction is used when the car is consigned through a 
distributor, or to a commission firm, or sold through on a de- 
livered basis. Taking first the case of a sale through a distributor 
with whom the shipper has a contract for the marketing of his 
product: if the distributor has already made substantial pre- 
season advances, no further drafts against the distributor may be 
permitted. Final remittance will be made to the shipper after the 
car has been rolled and sold. The amount remitted will be the 
gross proceeds less the amount of the advance already made, and 
less freight charges and selling fee. 

Marketing loans.—Where the growers are able to finance pro- 
duction, the cash advance may not be made until the crop is ready 
to harvest when money is furnished to pay for labor and packing 
and loading the car. The advance may also be made to a shipper 
(or packer) who has more cars under contract than he can readily 
distribute with his own resources. Such a shipper may enter into 
an informal agreement with the distributor to accept an advance 
on part of his tonnage at so much per car and agree to market this 
part of his tonnage through the distributor. 

The incentive for the distributor in making these advances is 
twofold: to create a larger volume of business than he would other- 
wise be able to attract and to increase his return for performing a 
selling service by participating in any increase in the price received 
for the produce. This latter objective is achieved by basing the 
charge on the amount and kind of financial help given to the 
grower or shipper. Where no cash advance has been made, the 
brokerage charge is a flat rate of from ten to thirty-five dollars a 
car depending upon the nature of the commodity. When an 
ordinary preseason loan has been made, the charge assessed by 
the distributor is 5 per cent of the gross proceeds. A “guaranteed 
advance” may be made to the shipper, in which case the dis- 
tributor’s fee is 7 per cent of the gross receipts. 

Where only a small advance or none at all has been made, the 
shipper is allowed to draw a draft against the distributor for a 
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substantial part of the market value (80-90 per cent) at time of 
shipment. The amount of the draft is charged against the dis- 
tributor’s account by the bank and then deducted by the dis- 
tributor from the proceeds of the sale after the car has been 
received and sold for the account of the shipper. Under the con- 
tract which exists between the distributor and the shipper the 
amount which the shipper may draw per car when the shipment 
is made may be agreed upon in advance; it generally approxi- 
mates the current market price at the shipping-point. This is 
called an “accommodation advance.” 

The distributor may enter into a contract with the shipper to 
guarantee to the shipper before the cars are rolled a definite 
amount of return per car and advance this amount. This is the 
so-called “guaranteed advance’’; it becomes the property of the 
shipper when paid over. Such an arrangement exposes the dis- 
tributor to an additional hazard. Although the distributor is not 
the owner of the produce he sells, he typically has a large equity 
in most of the cars he handles by reason of preseason loans and 
accommodation advances. If the car actually sells for more than 
the amount of the guaranty, the balance is remitted to the 
shipper. If, on the other hand, prices fall below his expectations, 
he may not realize enough from the sale to cover freight and 
selling costs and liquidate the loans he has made to the shipper. 
In this event the shipper feels little concern for the distributor 
who pockets his losses and hopes for better luck another time. 
If the losses are too large, he retires from business. It is obvious, 
then, that the better the job of selling done by the distributor, 
the more he stands to make. As a broker his chance of maximiz- 
ing his income comes through volume alone, but as a distributor 
he has an incentive to try for both volume and high prices. 

Only in recent years has it become the practice for a shipper to 
draw a draft against a commission firm to which he has consigned 
cars for sale. The usual practice was for the remittance to be made 
with an account of sales after the produce had been sold through 
the commission firm’s store. This arrangement still holds unless 
a prior arrangement has been made. 

(To be continued) 
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Investment Policies for Commercial Banks. By J. HaRviIE WILKIN- 
SON, JR. New York and London: Harper & Bros., 1938. Pp. 
xvii+179. 

Professor Wilkinson has filled a serious gap in the current banking 
literature by presenting the public, and especially the bankers, with 
this systematic study. It is essentially “practical,” i.e., written from 
the point of view of bank management and following both the current 
practices as well as the bankers’ terminology in discussing problems 
arising out of their investment policies. Within that limitation the 
book consists of a common-sense presentation of reasonable and con- 
servative policies, and even the mature reader will find little to quarrel 
with. But one of the weaknesses of the study—its greatest weakness— 
arises precisely from this practical attitude and from the willingness of 
the author to accept the fundamental standards and philosophies of 
the banker without further scrutiny. Perhaps the most important 
single point in this connection is the distinction between secondary 
reserve and bond investment accounts—one of the most misleading 
so-called principles of present-day commercial banking in America. 
Professor Wilkinson follows the practice of assigning bonds with more 
than four years’ maturity to the investment account, which is supposed 
to earn interest, as against the shorter maturities in secondary reserve. 
Of course, he himself virtually abandons the distinction when he in- 
sists on determining the size of the latter by such unmeasurable factors 
as the “condition of the loan and discount portfolio” and “the position 
of the business cycle.” But the net effect on the banker who uses this 
book for guidance must be to strengthen him in the belief that there 
are two kinds of portfolios serving two different purposes, and to over- 
look or underestimate the fact that all deposits are exposed to potential 
liquidation. 

Special attention is paid (chap. x) to the controller’s regulations, 
which are severely and rightly criticized. The author emphasizes the 
fallacy of ratings as evident “‘when it is realized that ratings follow the 
price of the bond” and offers what he calls a practical alternative by 
suggesting that a capital fund of 25 per cent of the bond investment 
should be created as a specific reserve and safety device against the 
bond account. This, of course, would create a cushion against falling 


395 











396 THE JOURNAL OF BUSINESS 


bond prices, but one is inclined to doubt its practicability. On the one 
hand, it would substantially augment the capital basis of the banks at 
a time of low interest rates when it may be difficult to earn the proper 
interest on the capital employed. On the other hand, the emphasis on 
such a cushion might lead the banker to unsound investment policies 
in the belief that he is sufficiently protected. To answer the question 
as to how to judge the “quality” of bonds one needs far more than a 
few suggestive remarks. 

This leads to the fundamental problem of investment policies for 
commercial banks, namely, to the question as to the place of long-term 
bonds—and anything beyond normal maturities of commercial credits 
and Treasury paper is “long-term” from the banker’s point of view— 
in commercial banks. Unfortunately, the author scarcely touches on 
this delicate issue, nor does he discuss to any major extent the prob- 
lems involved in possible changes of the interest rate. His book there- 
fore remains essentially a technical summary without major economic 
analysis. Discussion of possible future changes in the interest rate and 
of the problem of future adjustment of a banking system overloaded 
with bonds is simply omitted. Some reference to historical or inter- 
national comparisons would also have added greatly to the book’s edu- 
cational value. MELCHIOR PALYI 

University of Chicago 


How Profitable Is Big Business? By ALFRED L. BERNHEIM (ed.) and 
AssocraTEes. New York: Twentieth Century Fund, Inc., 1937. Pp. 
xiv+201. $2.00. 

This is the second in a series of books published by the Twentieth 
Century Fund for its Corporation Survey Committee, as a result of an 
investigation conducted under the direction of Dr. Rufus S. Tucker. 
The book, like the others of the series, undertakes to bring together 
pertinent facts and subject them to scientific interpretation, and also 
to present the results in the concise and understandable form which 
will appeal to the intelligent layman. As in all economic inquiry, these 
two objectives cannot be fully met in any single volume, because the 
introduction of essential qualifications and reservations in the sci- 
entific development of any intricate economic subject inevitably lifts 
a treatment out of reach of the lay reader. The present volume is no 
exception to this rule, despite the careful attempt of the writers to 
surround their findings with such appropriate qualifying clauses and 
remarks as can be introduced without placing an undue burden upon 
the reader. 
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The data available for such an investigation are far from ideally 
satisfactory, and some of the inconclusiveness of this study, which the 
writers notice at various points in the text, may be traced to this inade- 
quacy of facts. The main, and most inclusive, body of statistics ap- 
pears in the United States Treasury’s annual tabulations in Statistics 
of Income, compiled from corporation income-tax returns. Unfortu- 
nately, these data were first tabulated according to a tolerably sig- 
nificant measure of corporate size for the year 1931, and subsequent 
tabulations only through 1933 were available at the time this study 
was carried out. Hence, a general question, noted at various points by 
the authors, arises as to whether the findings would hold for years other 
than in deep depression. This point is of particular importance be- 
cause of (1) the chance that property revaluations during the depres- 
sion may have altered significantly the denominators used for some 
of the profit ratios of the study and may have caused important shifts 
of particular corporations in the size classification, (2) the possibility 
that corporations in certain industries may have fared very differently 
from those in others and may have been the leading constituents of 
particular-size groups, and (3) the probability that certain discretion- 
ary controls of costs may in depression be exercised very differently 
by corporations in different-size groups. For the period studied the 
inferences appear unescapable. When profits are expressed as a ratio 
to gross, there is a clear tendency for the ratio to increase with increas- 
ing size; but, even here, if the corporations reporting deficits are exam- 
ined separately, the regularity of this increase disappears, although the 
giants made the best showing. When, however, profits are related to 
net worth, the picture changes: for profitable corporations, the highest 
ratio is for the smallest size and the lowest for the largest size; and for 
unprofitable (deficit) corporations, the same is true in a negative sense 
—the ratio of the deficit to the net worth is high for the smaller classes 
and low for the larger classes. Thus, the corporations of the giant class 
appear to have great stability of earnings. Similar comparisons are 
traced for the three years 1931-33, and on the whole confirm the gen- 
eral findings. 

By way of testing the findings, and seeking explanations for them, 
various supplementary studies of specific items, such as gross income, 
dividend payments, and specific items of cost, are carried out. Like- 
wise, some analysis is presented of the data classified by industry; but 
this part of the investigation was obstructed by the inadequacy of the 
industrial classification of the published data, and the unavailability 
of sufficient data in certain-size classes to admit of analysis for all the 
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separate industries. Moreover, the tendency of certain industries to 
dominate certain-size classes, remarked but perhaps not sufficiently 
stressed by the writers, has an important bearing upon the analysis 
of the data for specific industries and also for all the industries in 
combination. With respect to all these supplementary studies, I be- 
lieve that the compact and semipopular nature of the book stood in the 
way of adequate treatment: the points involved are so intricate, and 
must be explored with such a bulk of complicated and baffling ma- 
terials, that they could not be presented with the completeness and 
critical thoroughness which scientific care requires. With respect to 
most of these matters, it is well for the reader to trust that the in- 
vestigators made a much more extended and careful examination of 
the facts than could be reported in so small a compass. 

Further supplementary studies are included in the form of some- 
what comparable analyses of certain groups of data compiled from 
published reports of particular corporations. One body of such data is 
that made available by the Standard Statistics Company for the years 
1926-35; and certain other compilations were made, both for the pre- 
war period and for post-war years, by the investigators. Broadly speak- 
ing, these additional data yield results largely confirming those of the 
basic analysis of Treasury data. 

To appraise such a book in general terms is exceedingly difficult, and 
can only be attempted fairly by holding in mind the apparent double 
objective of the book. On this basis the book strikes me as of very 
good quality; but I hasten to add that satisfactory realization of 
either objective does not appear possible in such a book. It seems 
rather that what is most needed at this stage is a further elaborate 
study—or, perhaps, several such studies—directed to the limited group 
of well-trained scholars in this field, with a view to threshing out by 
scientific discussion the many doubtful points about the interpretation 
of profits data and bringing into general acceptance those findings 
which can withstand such criticism. Perhaps, then, a satisfactory at- 
tempt at putting the accepted results in a form which would appeal 
to the layman will be possible, but economists must bear in mind that 
this job of popularized presentation itself is one of great difficulty—a 
fact which accounts largely for the dismal truth that politicians and the 
public get most of their economic ideas from sources which win slight 


respect from critical economists. 
W. L. Crum 


Harvard University 
July 30, 1938 
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